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ANY corporate taxpayers may be subjected 
to heavy additional prior year income tax 
burdens merely because their excess profits 

tax returns filed last spring contained a figure arrived 

at on a theory inconsistent with the determination of 
some prior year’s taxes,—and that prior year may 
have been as far back as 1913, and the taxes may 
be those of some other taxpayer for whose unpaid 
taxes this taxpayer was never previously liable. This 
disregard of the statutes of limitations and this new 
idea of liability for the tax deficiencies of others were 

introduced to an unprepared public by Section 734? 

which was added to the excess profits tax law with- 

out public discussion only a few days before the first 
returns for 1940 were due, and by the Regulations 
under this section which were promulgated in May, 

1941, long after most excess profits tax returns had 

been deposited with a great sigh of relief at the local 

Collector’s office. Fortunately for their peace of mind 

many of these taxpayers little realized that they may 

have been preparing the groundwork for the possible 
imposition of taxes so fantastic that even in this day 
of burdensome taxes and of rulings adverse to the 
taxpayer they seem unbelievable. And ignorance may 
prove to have been bliss, because if they had known 
of the problem and studied into it, they might have 
decided in many cases that the only choice was be- 
tween filing the returns as they did or running the 
risk of going to jail for knowingly filing a false return. 


Statute Summarized 

Stated very simply, the purpose of the portion of 
Section 734 and the Regulations discussed in this 
article is that, if a prior year tax was incorrectly deter- 
mined for any reason and if the error affects the 


~ * Attorney at Law, Boston, Mass. Member, law firm of Herrick, 
Smith, Donald and Farley. 

‘SECTION 734. ADJUSTMENT IN CASE OF POSITION 
INCONSISTENT WITH PRIOR INCOME TAX LIABILITY. 
(a) Definitions.—For the purposes of this section— 

(1) Taxpayer.—The term ‘“‘taxpayer’’ means any person subject 
to a tax under the applicable revenue Act. 

(2) Income tax.—The term ‘‘income tax’’ means an income tax 
imposed by chapter 1 or chapter 2A of this title; Title I and Title 
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accumulated earnings and profits or any other item 
entering into the excess profits credit, the statute of 
limitations may be waived in such manner that the 
current year’s excess profits tax is increased or de- 
creased by the amount of the tax underpaid or over- 
paid for the prior year, plus interest. 


Stated more precisely, the section comes into opera- 
tion against the taxpayer if in the final determination 
of its current year’s excess profits tax, there is adopted, 
as regards an item affecting the excess profits tax 





IA of the Revenue Acts of 1938, 1936, and 1934; Title I of the 
Revenue Acts of 1932 and 1928; Title II of the Revenue Acts of 
1926 and 1924; Title II of the Revenue Acts of 1921 and 1918; 
Title I of the Revenue Act of 1917; Title I of the Revenue Act of 
1916; or section II of the Act of October 3, 1913; a war profits or 
excess profits tax imposed by Title III of the Revenue Acts of 1921 
and 1918; or Title II of the Revenue Act of 1917; or an income, 
war profits, or excess profits tax imposed by any of the foregoing 
provisions, as amended or supplemented. 


(3) Prior taxable year.—A taxable year beginning after December 
31 ,1939, shall not be considered a prior taxable year. 
(b) Circumstances of Adjustment.—(1) If— 
(A) in determining at any time the tax of a taxpayer under 
this subchapter an item affecting the determination of the 
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credit, “a position maintained by the taxpayer” 
which is inconsistent? with the treatment accorded 
the item in the incorrect determination of a prior year’s 


excess profits credit is treated in a manner inconsistent with 
the treatment accorded such item in the determination of the 
income-tax liability of such taxpayer or a predecessor for a 
prior taxable year or years, and 
(B) the treatment of such item in the prior taxable year or 
years consistently with the determination under this subchapter 
would effect an increase or decrease in the amount of the 
income taxes previously determined for such taxable year or 
years, and 
(C) on the date of such determination of the tax under this 
subchapter correction of the effect of the inconsistent treat- 
ment in any one or more of the prior taxable years is pre- 
vented (except for the provisions of section 3801) by the 
operation of any law or rule of law (other than section 3761, 
relating to compromises), 
then the correction shall be made by an adjustment under this 
section. If in a subsequent determination of the tax under this 
subchapter for such taxable year such inconsistent treatment is 
not adopted, then the correction shall not be made in connection 
with such subsequent determination. 

(2) Such adjustment shall be made only if there is adopted 
in the determination a position maintained by the Commissioner 
(in case the net effect of the adjustment would be a decrease in 
the income taxes previously determined for such year or years) 
or by the taxpayer with respect to whom the determination is 
made (in case the net effect of the adjustment would be an increase 
in the income taxes previously determined for such year or years) 
which position is inconsistent with the treatment accorded such 
item in the prior taxable year or years which was not correct under 
the law applicable to such year. 

(c) Method and Effect of Adjustment.—(1) The adjustment au- 
thorized by subsection (b), in the amount ascertained as provided 
in subsection (d), if a net increase shall be added to, and if a 
net decrease shall be subtracted from, the tax otherwise computed 
under this subchapter for the taxable year with respect to which 
such inconsistent position is adopted. 

(2) If more than one adjustment under this section is made 
because more than one inconsistent position is adopted with respect 
to one taxable year under this subchapter, the separate adjust- 
ments, each an amount ascertained as provided in subsection (d), 
shall be aggregated, and the aggregate net increase or decrease 
shall be added to or subtracted from the tax otherwise computed 
under this subchapter for the taxable year with respect to which 
such inconsistent positions are adopted. 


(3) If all the adjustments under this section, made on account 
of the adoption of an inconsistent position or positions with respect 
to one taxable year under this subchapter, result in an aggregate 
net increase, the tax imposed by this subchapter shall in no case 
be less than the amount of such aggregate net increase. 


(d) Ascertainment of Amount of Adjustment.—In computing the 
amount of an adjustment under this section there shall first be 
ascertained the amount of the income taxes previously determined 
for each of the prior taxable years for which correction is pre- 
vented. The amount of each such tax previously determined for 
each such taxable year shall be (1) the tax shown by the taxpayer, 
or by the predecessor, upon the return for such prior taxable 
year, increased by the amounts previously assessed (or collected 
without assessment) as deficiencies, and decreased by the amounts 
previously abated, credited, refunded, or otherwise repaid in respect 
of such tax; or (2) if no amount was shown as the tax by such 
taxpayer or such predecessor upon the return, or if no return was 
made by such taxpayer or such predecessor, then the amounts 
previously assessed (or collected without assessment) as deficiencies, 
but such amounts previously assessed, or collected without assess- 
ment, shall be decreased by the amounts previously abated, cred- 
ited, refunded, or otherwise repaid in respect of such tax. There 
shall then be ascertained the increase or decrease in each such 
tax previously determined for each such year which results solely 
from the treatment of the item consistently with the treatment 
accorded such item in the determination of the tax liability under 
this subchapter. To the increase or decrease so ascertained for 
each such tax for each such year there shall be added interest 
thereon computed as if the increase or decrease constituted a 
deficiency or an overpayment, as the case may be, for such prior 
taxable year. There shall be ascertained the difference between 
the aggregate of such increases, plus the interest attributable to 
each, and the aggregate of such decreases, plus the interest attrib- 
utable to each, and the net increase or decrease so ascertained 
shall be the amount of the adjustment under this section with 
respect to the inconsistent treatment of such item. 


2If the difference from prior year treatment which arises in 
computing the excess profits tax credit is occasioned solely by 
reason of adjustments required by a specific provision of the excess 
profits tax law, such as the adjustments required by Section 711 (b) 
to normal tax net income in computing excess profits net income, 
Section 734 has no application because the prior year determina- 
tion is not erroneous. But disallowances under Section 733 of 
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income tax liability of the taxpayer or a “predecessor” 
In such cases the effect of the section is to increase 
the current year’s excess profits tax liability by a so- 
called “adjustment” which is measured by the amount 
of any change in income, war profits or excess profits 
taxes back to 1913 (plus interest) ,* which results solely 
from the treatment of the item consistently with the 
treatment accorded the item in the final determination 
of the current excess profits tax. No such adjustment 
is to be made in respect of any prior year for which 
the statute of limitations has not run ® or for any tax- 
able year beginning after December 31, 1939. A cor- 
responding adjustment is to be made in the taxpayer’s 
favor if the inconsistent position is “maintained by the 
Commissioner” and the taxpayer’s liability was over- 
paid in a barred year in respect of the item in question, 
but such an adjustment favorable to the taxpayer 
operates only to decrease the current year’s excess 
profits tax. This places the taxpayer under a definite 
handicap—if the section operates in favor of the Govy- 
ernment the taxpayer may be liable for unlimited prior 
years’ taxes of its own or its so-called “predecessors”, 
plus interest, quite irrespective of whether it would 
otherwise have any excess profits tax to pay for the 
current year, while if the section operates in favor of 
the taxpayer the Government loses at the most only 
the excess profits tax, if any, the taxpayer would other- 
wise have to pay. 

The example given in the Regulations ° is that of a 
taxpayer which in 1934 acquired depreciable property 
from a so-called “predecessor” for stock in a trans- 
action which was incorrectly treated in 1934 as a non- 
taxable exchange. The taxpayer claimed on its 1940 
excess profits tax return a higher basis of the property 
for invested capital purposes, based upon the correct 
contention that the 1934 exchange should have been 
taxed to the predecessor. The adjustment under Sec- 
tion 734 is to increase the taxpayer’s 1940 excess profits 
tax liability by the amount of the tax which the 
predecessor should have paid on the exchange (plus 
interest), less the tax saving (plus interest) resulting 
from the larger depreciation allowance which should 
have been made to the taxpayer in the intervening 
years which are barred. No adjustment is made for 
other 1934 errors in the predecessor’s taxes which do 
not affect the 1940 excess profits tax credit of the tax- 





prior year expenditures for advertising or the promotion of good- 
will give rise to an adjustment under Section 734 as expressly 
provided in Section 733 (b) (2). 

3 Italics supplied. 

‘Including, if applicable, the surtax on personal holding com- 
panies and the surtax on improperly accumulating surplus, 2p- 
parently even though they were not applied in the previous deter- 
minations for the prior year. 

5 Section 734 (b) (1) (C) provides, in effect, that the possibility 
of adjusting a prior year’s tax under the provisions of Section 
3801, relating to mitigation of the effect of limitations, is not to 
be considered in determining whether the statute of limitations has 
run on the prior year for purposes of Section 734. 
® Reg. 109, Sec. 30.734-4. 
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payer. In this example the acquiring corporation is 
forced solely by Section 734 to bear the burden of the 
predecessor’s 1934 taxes on the exchange, for apparently 
it would not have been otherwise liable therefor whether 
or not the statute of limitations had run. Neither the 
statute nor the Regulations give the acquiring cor- 
poration any right to recover this payment from the 
predecessor. 


Scope of Article 

In this article I shall not attempt to discuss the 
entire section, nor undertake the seemingly impossible 
task of forecasting the final construction which will 
be given by the courts to the wording of this section 
or the present Regulations, nor the equally uncertain 
problems of determining their constitutionality and 
the validity of the Regulations. Instead, I confine 
this article to pointing out some of the problems which 
arise in the mere preparation of the excess profits tax 
return of a taxpayer which has no desire to make any 
unconscionable change of position even if that would 
reduce its tax. For this limited purpose I shall assume 
(although by no means admit) the validity of the sec- 
tion and of the present Regulations; I also assume 
that the words used therein will be interpreted in ac- 
cordance with their apparent meaning. These assump- 
tions may prove to be correct, and the taxpayer should 
have that possibility in mind in preparing its return. 
[ shall not consider the various problems that arise 
under this section in subsequent steps to finally settle 
the excess profits tax liability ; nor shall I in this article 
discuss the philosophy behind statutes of repose, al- 
though in passing I may point out that this section 
has the rather surprising feature that the further the 
Commissioner has to go into the past to find the in- 
consistency, the greater the burden now imposed on 
the taxpayer in whose favor the statute of limitations 
had tolled, for the prior year tax adjustment is to be 
increased by interest accrued to date. 


Possibility of Amendment 


It is possible that this section may be repealed or 
amended by the proposed second Revenue Bill to be 
submitted to Congress late in 1941 to enact so-called 
technical amendments. Substantial relief could be 
given in some respects by mere amendment of the 
Regulations, but many of the most serious defects now 
existing could not be remedied in that way. At the 
present time neither the statute nor the Regulations 
indicate that the Bureau of Internal Revenue, the 
Board of Tax Appeals or the courts have any discre- 
tion whatsoever to fail to apply the statute or to 
mitigate its hardships. 
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Purpose of Section 734 


Section 734 has an understandable purpose. If a 
taxpayer, some time in the past, has paid less tax than 
it should have paid, because of ignorance, because of 
applying rulings then in force and subsequently re- 
versed,’ or for any other reason, the taxpayer is not to 
be allowed to “eat his cake and have it too” in the 
form of an increased excess profits tax credit. This 
section makes sure that this gastronomical feat is not 
accomplished, but illogically does so by imposing a 
penalty which bears no relation to the amount of the 
excess profits tax saving involved. It does not require 
the taxpayer to follow for excess profits tax purposes 
the incorrect theory used in determining the prior year 
tax, nor does it make his right to change to the correct 
theory for excess profits tax purposes dependent upon 
any election to pay up the prior year deficiency. On 
the contrary, the law says that what is right is right, 
and the excess profits return must be made out on the 
correct theory which is necessarily inconsistent with 
an erroneous prior year treatment of the item, and the 
amount of the prior year deficiency (plus interest) 
must be paid in full. 

A similar broad purpose to prevent unconscionable 
advantage is behind most waivers of statutes of limita- 
tions, and experience has shown that it is usually 
sound public policy to leave the bar of the statute, 
particularly in tax cases. But if corrective action is 
to be taken it has no logical place in an excess profits 
tax law where the ostensible purpose is to tax profits 
in excess of a stated return on investment or prior 
year earnings. [Former errors in tax matters of the tax- 
payer and its predecessors have little bearing, logically, 
on the amount of any such excess profits. 


Section Goes Far Beyond a Waiver of Limitations 
This section has much greater scope than.a mere 
waiver of the statute of limitations back to 1913. 
Through the broad definition of the word “predecessor”’ 
made by the Regulations as discussed below, it may 
impose upon the taxpayer the tax liabilities of others 
for which the taxpayer would otherwise not have been 
liable at any time, while allowing those others to 
escape this burden of their own tax deficiencies even 
though they are financially able to pay them. While 
most waivers of statutes of limitations relate only to 
causes of action which have not yet been adjudicated, 
this section permits the reopening of specific tax con- 
troversies previously brought to a final decision be- 
tween the taxpayer (or a “predecessor”) and the 
Commissioner in a Board of Tax Appeals or court 





7 The Congressional Committee reports say : 

. the fact that the inconsistent position in the later year 
is based upon an authoritative judicial interpretation of the rev- 
enue law which differs from the accepted interpretation of such 


law in the earlier year does not remove a case from the scope of 
the section.”’ 













































































































































































































































































































































































































































































































































































































































































646 TAXES—The Tax Magazine 






decision, including even a decision of the United States 
Supreme Court. The same is true even though a 
closing agreement was entered into with respect to a 
prior taxable year.* Surprisingly, the only class of 
prior year cases which may not be reopened are those 
settled under Section 3761 relating to compromises, 
where the taxpayer presumably realized that it had 
an unsatisfied civil or criminal liability. 


Problems Start with Preparing the Return 


The preparation of the tax return is often a most 
important step in determining whether Section 734 
will come into operation against the taxpayer. While 
the statute does not provide for any prior year adjust- 
ment adverse to the taxpayer unless the taxpayer has 
“maintained” an inconsistent “position” (and the quoted 
words are not defined in the law), the Regulations hold 
that the mere filing of an excess profits tax return 
constitutes maintaining a position as regards all items 
entering into the computations of the credit based on 
invested capital and of the credit based on income as 
shown on the return.® Of course, if the inconsistent 
position so “maintained” by the taxpayer is not adopted 
in the final determination of the excess profits tax 
liability, then no adjustment is made under Section 734. 


If the position which the taxpayer has so “main- 
tained” on its excess profits tax return is incorrect, it 
will probably not be adopted in the final determination 
of the excess profits tax liability and Section 734 will 
then have no application. On the other hand, if the 
position which the taxpayer “maintains” in filing the 
return is correct, that position will probably be adopted 
in the final determination and nothing in the law or 
Regulations specifically indicates that the taxpayer 
may defeat the operation of Section 734 by later pur- 
porting to withdraw voluntarily from a position which 


*‘ The Ways and Means Committee report on this section states 
that this section applies where correction of the prior year is 
prevented (except for the provisions of Sec. 3801 mitigating the 
statute of limitations in limited types of cases) ‘‘by the operation 
of a provision of law .. . or a rule of law, e. g., statute of limita- 
tions, closing agreement, Board decision, or rule of res judicata, 
ete. . . .’".. Regulation 109, Section 30.734-2 (b) makes a similar 
statement as to the statutes of limitations and res judicata. 

® Reg. 109, Sec. 30.734-2 (a) reads in part: 

‘‘For example, the making of the excess profits tax return 
required by Section 729 or Section 730 is a determination by 
the taxpayer; .. .’’. 

This language in the Regulations appears to relate to the statutory 
reference in Section 734 (b) (2) to ‘‘a position maintained .. . 
by the taxpayer.’’ This interpretation is borne out by the example 
given in Reg. 109, Sec. 30.734-4 where the only statement of relevant 
action taken by the taxpayer is: 

“In its excess profits tax return for the taxable year 1940, 
the Y Corporation claimed that the property should have a 
basis of $100,000 for invested capital purposes, and also claimed 
a deduction of $5,000 for depreciation for such year. This 
position was based upon the contention that the 1934 exchange 
was taxable and the gain of $20,000 should have been recog- 
nized and added to the basis of the property in the hands of 
the Y Corporation. . . . The Commissioner’s determination 
of the excess profits tax liability for the taxable year 1940 
— the inconsistent position asserted by the Y Corpora- 
tion ‘i 


The Congressional Committee reports make the same statement. 
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is in fact correct.’® If effect is to be given to this part 
of the Regulations, it probably means that the tax- 
payer “maintains” a position on every item entering 
into its invested capital or average base period net 
income as set out on the return, including its total 
accumulated earnings and profits which will usually 
reflect most of its prior operations. There is no re- 
quirement for filing detailed schedules of computa- 
tions of accumulated earnings and profits and of other 
amounts entered in the schedules on the return relat- 
ing to the credits; so that the Regulation probably 
means that the taxpayer is deemed to maintain a posi- 
tion on every item entering into the computation of 
any figures appearing in those schedules even though 
the taxpayer does not by a specific statement or a 
rider, or otherwise, expressly take any given position. 
Completion of only the schedule for average base 
period net income may involve taking positions in- 
consistent with prior year items; for example, the 
depreciation allowance entering into average base period 
net income may involve maintaining a position con- 
cerning the basis of the property on which the deprecia- 
tion is claimed. 

What may a taxpayer do in filing a return to protect 
itself against the operation of Section 734? Very little, 
it seems. If the taxpayer is not required to file an 
excess profits tax return and does not file one, it has 
no problem of this kind because it is not maintaining 
any position. If the taxpayer can obtain the benefits 
of Section 723, relating to cases where the Commis- 
sioner holds that the equity invested capital cannot be 
determined under Section 718, it may be relieved of 
many difficulties under Section 734 because it will not 
be required to file any statement of accumulated earn- 
ings and profits; but even so Section 734 will be ap- 
plicable as regards any positions maintained by the 
taxpayer concerning the adjusted bases of its assets 
which are inconsistent with prior year determinations. 
To the extent that taxpayers who can bona fide claim 
the benefits of Section 723 file their returns under it, 
they will postpone the time when they are required to 
“maintain a position” under Section 734 as regards 
any items other than the bases of their assets and their 
indebtedness, even if the Commissioner later holds 
that Section 723 is not applicable. If the taxpayer is 
required to file an excess profits tax return or elects to 
do so because it is uncertain whether its excess profits 
net income exceeds $5,000, and files a return with 
credits computed in the normal manner, Section 734 


may operate even though the allowable credits exceed 





10 The provision of Section 734 (b) (1) reading ‘“‘If in a subse- 
quent determination of the tax under this subchapter for such 
taxable year such inconsistent treatment is not adopted, then the 
correction shall not be made in connection with such subsequent 
determination’’ appears to relate to a subsequent different deter- 
mination by the Commissioner, the Board of Tax Appeals or 4 
court, and not to provide for voluntary retreat by the taxpayer 
from a position it took in preparing the return, 
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the excess profits tax net income so that there would 
be no excess profits tax due except for the adjustment 
under Section 734. Because of this section a tax- 
payer who on no theory would otherwise have any 
current excess profits tax to pay may be burdened with 
prior year adjustments of untold amount, plus in- 
terest. Or, to give an extreme example, a taxpayer 
might have to pay a 1940 additional tax under Section 
734 of $1,178,000 in respect of each $1,000,000 of 1917 
income not taxed for that year under published rulings 
since reversed, although the maximum reduction of 
1940 current excess profits tax effected by taking the 
inconsistent position is $40,000.17 Any such result is 
squarely inconsistent with the supposed purpose of 
the section to prevent taxpayers from unconscionably 
reducing their current excess profits tax through changes 
of positions. Confronted with a situation where Sec- 
tion 734 may operate adversely to it, the taxpayer will 
often wish to maintain its former position which, by 
hypothesis, is incorrect, and to pay any additional 
current excess profits tax thereby occasioned. The 
law gives it no such option—it must file a correct 
excess profits tax return which, if the correct rule is 
clearly established, necessarily results in a position 
inconsistent with the erroneous position taken in the 
prior year. A return which knowingly continued the 
former error and which gave the Government the ad- 
ditional current excess profits tax which would result 
from not making the so-called unconscionable change 
in position, would be a return fraudulently made in 
order to evade any larger additional tax imposed by 
Section 734 if a correct, but inconsistent, return were 
filed. The taxpayer, particularly one which is doubtful 
as to the former positions taken by it or its so-called 
“predecessors”, may suggest that it will put on its 
return a disclaimer of any intention to take an incon- 
sistent position, or an offer to relinquish the same or 
to voluntarily pay any amount by which the incon- 
sistent position reduces its current excess profits tax. 
There is nothing in the law or Regulations to indicate 
that any such disclaimer or offer has any effect what- 
soever, but it is apparent that it will immediately 
draw the attention of the examining officer to the pos- 
sibility of applying Section 734. A waiver on the 
return of one of the excess profits credits may remove 
the danger of Section 734 where the inconsistency does 
not enter into the computation of the other credit. It 
is hard to believe that, if a taxpayer tries to solve its 


0a Section 734 (c) (3). 


11 A taxpayer may be subjected to an adverse adjustment under 
Section 734 even though the effect of its change of position is to 
increase, rather than decrease, the current excess profits tax. This 
would happen if the taxpayer for any reason has used too high 
a basis of property in former years for computing depreciation, 
and files a correct current excess profits tax return which reduces 
the depreciation for the current taxable year and also for the base 
period years. By so doing it will decrease its current year’s de- 
preciation and may increase its current excess profits tax, while 
also subjecting itself to an adverse adjustment under Section 734 
in respect of excessive depreciation claimed in prior years. 
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dilemma by failing to file a return otherwise due or 
by maintaining on the return a position which it knows 
to be incorrect, the Commissioner or the courts will 
permit it by such action to avoid the operation of Sec- 
tion 734 through any claim that it has not technically 
“maintained a position” within Section 734(b) (2). 


Meaning of “Predecessor” 

A major difficulty in determining the scope of Sec- 
tion 734 is that the statute fails to define in any way 
the term “predecessor”, for whose unpaid prior year 
taxes the taxpayer may be liable, and the Regulations 
define the term very broadly as including 
“any taxpayer whose income tax liability for such 
prior taxable year would have been different if there had been 
no inconsistency between the treatment accorded an item or 
transaction in the determination of the excess profits tax lia- 
bility of the taxpayer and the treatment accorded such item 
or transaction in the determination of its (i. e., the predecessor’s) 
own income tax liability for such prior taxable year.” 

Giving these words their apparent meaning, as the 
taxpayer should do in appraising their possible scope, 
they may include everyone to whom the taxpayer has 
ever made payments, or with whom any prior cor- 
poration has dealt if the accumulated earnings and 
profits of the prior corporation enter into the com- 
putation of the taxpayer’s accumulated earnings and 
profits under the rule of the Sansome case ** or other- 
wise. As an extreme example, assume payment by 
the taxpayer of a cash salary or a purchase of supplies 
in 1920. If the employee or supplier fraudulently or 
negligently failed to report the receipt of the cash or 
the transaction, there is an inconsistency between his 
failure and the reflection of the item in the corpora- 
tion’s statement of accumulated earnings and profits 
on the excess profits tax return, which inconsistency, 
under the Regulations, makes the corporation liable 
for the unpaid 1920 tax of the employee or supplier, 
plus interest. This despite the fact that under no pos- 
sible theory suggested at any time before 1941 was this 
taxpayer conceivably liable for taxes of its suppliers 
or employees. The example summarized above from 
the Regulations results in the acquiring corporation 
being burdened with the transferor’s tax, and the recited 
facts do not indicate that the acquiring corporation 
would at any time have been liable for any of the 
transferor’s taxes if Section 734 had not been enacted. 
Under the definition of the Regulations, a mining cor- 
poration which has consistently and correctly treated 
all or part of its distributions to its stockholders as 
taxable dividends, may be liable for the unpaid taxes 
back to 1913 of any of its stockholders who have re- 
ported less than the proper amount as taxable divi- 
dends. As another example, assume that Corporation 
A in 1926 acquired the assets of Corporation B for A’s 





12 Commissioner v. Sansome, 60 Fed. (2d) 931; certiorari denied, 
287 U. S. 667. 
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stock, that B then distributed A’s stock to B’s stock- 
holders in liquidation of B, and that the transaction 
was incorrectly ruled a non-taxable reorganization in 
determining the 1926 taxes of B and its stockholders 
as a result of a Bureau ruling, or of a final court deci- 
sion, on the particular reorganization. The definition 
of “predecessor” contained in the Regulations results 
in A being liable not only for B’s unpaid 1926 taxes on 
the transaction, but also for all the unpaid taxes of B’s 
stockholders on the distribution for which A could not 
conceivably have been liable at any time before Sec- 
tion 734 was enacted. 

The definition of “predecessor” in the Regulations 
entirely omits the following additional requirement 
contained in the definition of the word in the Con- 
gressional Reports, as one 
“whose tax liability in a prior taxable year in respect of a 
particular item affects the liability of a taxpayer under chapter 
2E with respect of such item ag 
This language may have been designed to limit the 
definition of “predecessor” to those cases set forth in 
provisions like Section 113(a)(6), (7) and (8) where 
the basis of the property of the transferee is affected 
by the gain or loss recognized to the transferor upon 
the transfer. Whatever the quotation means, it would 
have the result that in none of the examples given 
above would the corporation be lable for the unpaid 
taxes of its employees, suppliers, its own stockholders, 
or corporation B’s stockholders.” 


Examples of Inconsistent Positions 

The inconsistency with prior year treatment is to be 
determined by reference to the actual treatment of the 
item in the prior taxable year, rather than by what 
the taxpayer or the Commissioner may then have 
urged. The Regulations recognize that inconsistent 
treatment may relate either to a principle or rule of 
law or to a question of fact such as the amount of an 
item or transaction." 

If in 1920 a going corporation issued substantial 
amounts of its stock to many individuals for property 
in a transaction which everyone has always correctly 
treated as taxable to the individuals, an inconsistency, 
and consequent adjustment under Section 734, may 
still arise with respect to the value of the stock when 
issued. That value is material in computing the cor- 
poration’s invested capital for excess profits tax pur- 
poses in 1940 and its depreciation in intervening years. 
Ixven though a value of, say, $200 was in fact correct ?° 

'’ The Congressional Committee reports also say that the term 
‘‘predecessor’’ includes, among others, a member of an affiliated 
group as defined in the consolidated returns provision of the excess 
profits tax law (Section 730). or a component corporation within 
the meaning of Section 740 (b), or the members of a partnership 
which is treated as such a component corporation. 

4 Reg. 109, Sec. 30.734-2 (c). 

% Value of stock is usually a matter of opinion, even in cases 
of stocks listed on national exchanges if large blocks are involved. 


The taxpayer’s difficulties are increased by the fact that it cannot 
know that any given value is correct and will be adopted in an 
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and has been consistently used by the corporation, it 
may be liable under Section 734 for any underpayment 
of the sellers’ 1920 taxes from using a value of less 
than $200a share. The corporation is probably unable 
in 1941 to ascertain what value the sellers put upon 
the stock in their 1920 returns. It cannot use in its 
excess profits tax return an unduly low value for the 
stock in order to minimize the danger of any such in- 
consistency, because its return would then constitute 
a return knowingly incorrect to evade the increase in 
tax made by Section 734. Furthermore, if it used a 
value of less than $200 a share and the lower value 
was finally adopted, it would be subject to an adverse 
adjustment under Section 734 in respect of its deprecia- 
tion allowance for each of the intervening years. Ii 
the corporation is required to pay an adjustment under 
Section 734 because the sellers of the property used 
a value of less than $200 a share for the stock, it will 
be small solace to the corporation to learn that Section 
734 contemplates that the corporation may receive a 
favorable adjustment measured by any excessive tax 
paid by the sellers in later years when they sold the 
stock arising through using a cost of less than $200 a 
share. The corporation may well feel that it is en- 
tirely impossible for it to determine, let alone bear the 
burden of proving, how much these unrelated sellers 
may have overpaid their taxes since 1920. Even if it 
could do this, it might be surprised to find that the 
law gives to the sellers, rather than to it, the benefit 
of any such favorable adjustments on sales of stock 
by the sellers in future years, and in past years on 
which the ordinary statute of limitations has not yet 
run, although the corporation is charged by Section 
734 with the offsetting burden of the 1920 adjustment. 

In all the foregoing examples, including the example 
from the Regulations, the so-called “predecessor”, 
rather than the present taxpayer, should fairly bear 
the ultimate burden of any payment now required in 
connection with the predecessor’s unpaid taxes. But 
Section 734 puts that burden solely on the present tax- 
payer, which is given no right to recover from the 
predecessor even though the latter is still in existence 
and able to pay. 


Reorganization Problems 


Probably the most serious cases of the application 
of Section 734 will arise where the taxpayer has ac 
quired a going business through the issuance of stock 
in a prior year transaction. It may be that the exchange 
was treated by the transferor corporation as a non- 
taxable exchange in reorganization, under principles 
or rules then in effect or even under a final court deci- 
sion on the particular reorganization. This question 





adjustment under Section 734, even though that value was previ- 
ously fixed by the Bureau or by a final court decision. 
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may now be reopened under Section 734 ** because the 
computation of the invested capital credit, and of 
depreciation for the credit based on average base period 
net income, will be affected if the transaction was in 
fact taxable. Even if the transaction was after the 
detailed reorganization provisions were enacted in 
1924, an exchange which appeared clearly non-taxable 
when carried out may now prove to have been taxable 
because of changes in the rulings and decisions, par- 
ticularly those regarding the necessity of a continuity 
of interest in the transferor, or the necessity of a busi- 
ness purpose, or whether bonds, debentures and other 
obligations to pay money constitute “securities”. 
Published Bureau rulings show that these changes in 
interpretation of the statute, made with retroactive 
effect by binding court decisions, were not even fore- 
seen by the Bureau officials ; and it seems fantastic to 
penalize the successor corporation with the burden of 
the transferor’s taxes because it did not foresee at the 
time of the transaction both changes of these types in 
the interpretation of the reorganization sections and 
the enactment in 1941 of a statute imposing upon it 
for the first time liability for the transferor’s taxes for 
which it was not liable even when the statute of limita- 
tions was open, while allowing a solvent transferor to 
escape therefrom. 

There is still grave doubt whether prior to 1924 a 
corporation could dispose of its property tax free in 
any type of reorganization—the statute contained no 
express provision to that end,’’ the Regulations com- 
mencing with the 1918 Act said that it could be done 
in certain cases if the transferor corporation received 
only securities from the transferee corporation,’* and 
there are no court decisions satisfactorily determining 
the validity of the Regulations. Furthermore, inas- 
much as the Regulations expressly provided that there 
could be no tax-free exchange by the transferor cor- 
poration if it received anything except stock or securi- 
ties, it would be a fascinating if unprofitable mental 
exercise to consider the effect under the Regulations, 
if otherwise valid, of the Hendler decision ?® holding 
that the usually necessary assumption of liabilities 
constitutes “other property or money’’.”° 


Section 734 may also operate with burdensome re- 
sults in the cases where a consolidated subsidiary was 
liquidated prior to 1929 and the transaction was treated 
as tax-free under rulings then in force and subse- 
quently overturned by court decisions and revoked.” 


‘6 See note 7, supra. 

% Except Section 202 (c) 3 of the Revenue Act of 1921, corre- 
sponding to the present Section 112 (b) 5. 

8 Reg. 45, (1920 edition) Articles 1566, 1567; Reg. 62, Article 1566. 

U.S. v. Hendler, 303 U. S. 564. 

* The provisions of Sec. 213 of the Revenue Act of 1939, designed 
to destroy the effect of the Hendler case, relate only to taxable 
years ending after 1923. 

"1 Sol. Op. 131, I-1 CB 18 (1922); GCM 1501, VI-1 CB 260 (1927). not 
authoritatively revoked by the Bureau until GCM 11.676, XII-1 CB 
75 in 1933, 
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If the parent corporation, in its current excess profits 
tax return, correctly computes prior year depreciation 
on assets acquired by it on the liquidation by using a 
basis determined by their fair value at the time of 
liquidation, it is maintaining a position inconsistent 
with the liquidation having been tax-free and it may 
be subjected under Section 734 to the payment of the 
taxes which should have been paid upon the liquida- 
tion, plus interest. 


There are still many unsettled questions of law on 
transactions which may later be the subject of adjust- 
ments under Section 734. There is, for instance, the 
standard of the “business purpose” which is by the 
Gregory case *? made an essential of a tax-free reor- 
ganization. Another unsettled question is whether or 
not a bondholders’ reorganization constitutes a tax- 
free exchange. At the time of writing, five different 
Circuit Courts of Appeals in recent cases hold three 
different views of the basis to the resulting corpora- 
tion. The successor corporation may ultimately have 
to bear alone the burden under Section 734 of any 
deficiency in taxes resulting from a failure by it, by 
the predecessor corporation or by the latter’s security- 
holders to foresee and adopt in making out their cur- 
rent tax returns the rule which will be ultimately 
held correct. 


Practical Problems 


The magnitude of the theoretical difficulties with 
Section 734 should not distract attention from the un- 
happy practical problems facing a practitioner who 
attempts to estimate for his client the possible adjust- 
ment under Section 734 in respect of a reorganization 
by which the client acquired assets for its stock many 
years ago, say in 1920. There will be an initial difficulty 
in ascertaining whether the transferor and its stock- 
holders treated the transaction as taxable or non- 
taxable on their returns, and the successor corporation 
may be liable under Section 734 if the wrong theory 
was adopted by these independent parties in 1920. 
The next problem that arises is whether the transac- 
tion should have been taxed to the transferor and its 
stockholders. Because of the lack of satisfactory deci- 
sions, this question cannot be answered now and may 
not be decided for many years to come. If it was 
truly non-taxable, the dangers under Section 734 would 
usually be reduced though by no means obviated. But 
if it might have been taxable, the practitioner must 
next proceed to determine the fair value of the stock 
issued in 1920, determine what value for that stock 
the transferor and its stockholders used on their re- 
turns, what surtax rates they paid in 1920, and what 
was their adjusted basis in 1920 of the property or 
securities surrendered. No provisions of law or the 





*2 Gregory v. Helvering, 293 U.S. 465. 
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Regulations permit the taxpayer to examine their 
returns for 1920. The practitioner may fear that if 
they treated the transaction as taxable, their taxes 
were settled by the Government on some informal 
compromise of the question of value at somewhat less 
than the value which might now be determined to be 
correct if the matter were litigated in determining the 
adjustment under Section 734. The practitioner must, 
theoretically at least, attempt to establish the favor- 
able adjustments to which his client would be entitled 
because of unnecessary taxes paid by the transferor 
or its stockholders (through use of a low cost) when 
they sold after 1920 the stock they received in 1920. 
Under established principles the burden of proving 
every one of these facts before the Bureau of Internal 
Revenue, the Board of Tax Appeals or a court is upon 
the successor corporation as the taxpayer in the pro- 
ceeding under Section 734. In many cases witnesses 
are dead and records from which to establish either 
values of the stock issued or the cost of the property 
or securities exchanged are missing. If the question 
is asked of how the Commissioner can assert any de- 
ficiency under Section 734 in such an uncertain state 
of facts, the answer may unhappily prove to be an 
attitude on his part that when he cannot reasonably 
determine the facts, he must estimate and assert a 
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deficiency large enough to surely protect the Govern 
ment’s interest. The taxpayer can then attempt to 
bear the burden of both affirmatively disproving the 
Commissioner’s determination and affirmatively prov 
ing the correct figures. 

While theoretically Section 734 may operate against 
the Government’s interest because of incorrect over- 
payments of taxes in prior years, any such operation 
will prove of small value to taxpayers generally. Ad- 
justments adverse to the taxpayer may be unlimited 
in amount, but the adjustment in the taxpayer’s favor 
cannot exceed the current excess profits tax. No ad 
justment is to be made adverse to the Government 
unless the Commissioner “maintains a position”, which 
apparently means a position different from that asserted 
by the taxpayer.”* In the case of a taxpayer which 
has made out a correct excess profits tax return, the 
Commissioner will have no occasion to maintain any 
position different from the taxpayer and accordingly 
there can be no adjustment under Section 734 favor 
able to the taxpayer. Furthermore, while the tax- 
payer, the Board of Tax Appeals and the courts are 
under a duty to determine the tax liability correctly, 
it is not plain that the Commissioner will, either 
theoretically or in practice, take a position which will 
result in a net adjustment favorable to the taxpayer 
under Section 734 and thereby reduce the total taxes 
to be paid by the taxpayer. The Commissioner’s power 
to put upon the taxpayer the burden of proving all 
facts pertaining to these matters puts the taxpayer 
under a great practical disadvantage. 

In two respects the taxpayer will be worse off if it 
settles a prior year tax deficiency by an adjustment 
under Section 734 than if it had paid the amount in 
normal course as a deficiency. In the latter event the 
interest on the deficiency would be deductible as in- 
terest paid, while if the adjustment is made under 
Section 734 the element measured by interest becomes 
an addition to the principal of the excess profits tax 
itself and is therefore not an income tax deduction as 
interest or as a tax under the amendment made to 
Section 23 of the Revenue Act of 1941 ** or under Sec- 
tion 23 prior to such amendment. Also, since the 
adjustment under Section 734 which includes the in 
terest factor is added to the principal of the excess 
profits tax, a compound interest factor operates from 
the time the excess profits tax was originally payable. 
Simple interest only would be payable on a deficiency 
in prior year tax.” [Turn to page 698] 








*3 Reg. 109, Sec. 30.734-2 (a) says in part: 
‘*. , , the assertion of a deficiency or the allowance or disallowanc 
of a claim for refund is a determination by the Commissioner; ... .”’ 


Except for the disallowance of a claim for refund, these involve 
a determination different from that shown on the taxpayer's return. 


No other illustrations are given of determinations by the Com- 


missioner. 


*% Section 23 (c) (1) (C) as amended by Section 202 of the Rev 
enue Act of 1941. 


> Reg. 109, Sec. 30.734-4, end of first paragraph. 
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By JOHN L. SULLIVAN* 


cially grateful for the opportunity to discuss with 

you intergovernmental tax relations. Scarcely a 
day passes in our tax work at the Treasury that fed- 
eral-state relations in some area of taxation do not 
come up for consideration. They will doubtless require 
even more attention as defense financing efforts keep 
pace with our growing needs. 

The Treasury is giving the problem of tax codrdina- 
tion extensive study just now and I propose here to 
outline the general point of view from which we are 
approaching the subject. The dictionary defines co- 
ordination as “putting into harmonious relation,” and 
that well describes our objective: harmonious rela- 
tionship among federal, state, and municipal taxing 
and fiscal operations. 

In striving for that goal we cannot ignore the his- 
torical development of our political institutions. Be- 
cause of this background there may be instances 
where the attainment of ideals will run counter to 
practicalities. Such obstacles we must overcome, for 
there would be no profit in a coérdination plan which 
would require that we spend the rest of our lives 
contemplating the impossibility of putting it into effect. 

We recognize that problems of double taxation, con- 
flicting taxation, or overlapping taxation are an in- 
escapable by-product of our governmental form. In 
the final analysis, all governmental units, be they many 
or few, serve the same citizenry and draw their rev- 
enues from the same taxpaying ability—the income, 
wealth, and business activities of the country. The 
actions of any one governmental unit automatically 
affect many of the others and the common welfare as 
well. 


* Address before the Section of Taxation of the American Bar 
Association, at Indianapolis, Indiana, September 30, 1941. 
** Assistant Secretary of the Treasury. 


ie HAPPY to have this privilege and I am espe- 
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We recognize, too, that the fiscal affairs of the Fed- 
eral Government and of the state and local govern- 
ments have been interrelated since the very beginning 
of the Union. In those early days, however, active 
fiscal codrdination was not essential. Governmental 
revenue requirements were small, and most public 
services were of a local rather than national character. 
Tax inequities and governmental inefficiencies were of 
a magnitude which in the stream of prosperous eco- 
nomic growth went largely unnoticed. 

Social and economic development, however, changed 
all this. The problem of codrdination in the fiscal sys- 
tem, emerging slowly, has rapidly acquired major 
importance. There are several explanations. 

In the first place, as everyone knows, the revenue 
demands of government have greatly expanded and taxes 
have increased. This growth has resulted, in part, in 
many overlapping taxes. At least as between the Fed- 
eral Government and the states this was once—and 
not so many years ago—unknown. Well into the Twen- 
tieth Century the Federal Government subsisted mainly 
on a combination of tariffs and liquor and tobacco ex- 
cises. The states were content with taxes mainly based 
on property and business. But gradually the Federal 
Government and the states began to utilize the same 
tax sources. Today, we pay state and federal income 
and death taxes, and state and federal tobacco, liquor, 
gasoline, and amusement taxes; sometimes local levies 
as well. The property tax is today the only exclusive 
state and municipal tax, and customs duties constitute 
the only exclusive federal source of revenue. 

The steady development of a national economic sys- 
tem founding has been another contributing factor to 
the growth of the problem of codrdination. The 
founding fathers very wisely provided for free com- 
merce, communications and migration among the 
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states. On that foundation has been reared a highly 
interdependent and cosmopolitan economic life. The 
time was when we had many self-sufficient communi- 
ties, towns, villages, and even cities which lived 
largely to themselves, unconcerned with what hap- 
pened elsewhere. This too, has changed. Today, an 
upright citizen in a rural community finds himself 
without a job because of a world-wide depression. A 
business with head offices in Pittsburgh has factories 
and sales offices in a dozen states and customers all 
over the country. A farm boy raised in Georgia be- 
comes an automobile worker in Detroit. All of this 
fluidity and interdependence creates fiscal difficulties— 
problems of multiple taxation, allocation of tax sources, 
territorial concentration of wealth, and the migration 
of tax avoiders. 


In the third place, the Federal Government has bor- 
rowing and monetary powers which the states either 
do not have at all or which they possess in much lesser 
degree. The Federal Government has certain obvious 
advantages in the administration of income, death, and 
sales taxes. In the case of sales taxes, for instance, the 
Federal Government is not embarrassed, as are the 
states, by the troublesome impediments arising out of 
interstate sales. As these newer taxes become more 
important with increasing industrialization the rev- 
enue possibilities of the Federal Government grow 
more rapidly than do those of state and local units, 
while the states and their subdivisions continue to 
have the primary responsibility for three outstanding 
objects of public expenditure—education, highways, 
and welfare. This creates problems of deficits and in- 
adequate standards in some states and localities, and 
the demand for federal financial assistance with the 
resultant problems of distributing the money. 


Let me explain more specifically the Treasury’s in- 
terest in these problems. 


When almost every important tax is utilized by 
both Federal and State Governments with no gen- 
eral understanding regarding the degree to which each 
type will be utilized by either, the cumulative burden 
of the various taxes may in some states reach levels 
which impair the entire productivity of the source. 
Furthermore, dual administration of identical taxes 
involves costs to the governments and the taxpayer, 
which, by intelligent cooperation, might well be 
avoided and most certainly could be reduced. 


The Treasury is interested in fiscal co6rdination for 
another reason as well. The federal fiscal problems 
are directly affected by the fiscal conditions of the states. 
Recent years have provided ample evidence that federal 
financial responsibilities are enormously increased by 
the inability of states and their subdivisions to provide 
for necessary governmental functions. Every weak- 
ening of the state tax structure by jurisdictional con- 
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flicts, by inefficient and expensive administration and 
by needless restrictions on the use of various taxing 
sources adds to the demand for federal revenues. 

No less direct is the federal-state interdependence 
on the functional side of fiscal operations. During the 
depression, state and local inability to provide adequate 
relief for the unemployed resulted in substantial fed- 
eral expenditures. Federal grants to states for various 
welfare purposes, under matching provisions, in- 
creased state and local expenditures. Federal grants 
for road construction, public buildings, public parks 
and other public works added to state and local re- 
quirements for maintenance purposes. 


rT’ HESE few examples can be multiplied manifold. 

They convince us that, despite the superiority of 
its financial resources, the Federal Government, no 
less than the states, has much at stake in fiscal co- 
6rdination. Neither can afford to remain oblivious to 
the other’s need. The present situation—involving 
double taxation, confusion, service duplication, incon- 
venience to taxpayers, and much interflow of funds 
between the various governments—operates against 
the public welfare. 

The Treasury Department through the years has of 
course been aware of these problems. It has developed 
its taxes and other fiscal programs with the situations 
of the states clearly in mind. It has sought to clear 
up the problem of tax-exempt securities. It has given 
study to various aspects of fiscal relations with the 
states. In 1939, the Secretary of the Treasury, Henry 
Morgenthau, Jr., recommended to the Ways and Means 
Committee that Congress create a small temporary 
national commission to report as soon as feasible on 
the various aspects of intergovernmental fiscal policy 
and propose a plan for the solution of the problems 
involved. 

Important as the long-standing problem of federal 
state-local fiscal relations has been in the past, it is 
rendered more acute by the defense program and by 
prospective post-defense economic and fiscal prob 
lems. Governments today must draw on fiscal re- 
sources to greater degrees than in the past and the 
post-war problems will especially require fiscal policy 
carefully adapted to economic ends. The prospect oi 
price rises during the war period has serious implica- 
tions for state and local finances. The effect of infla- 
tion on local governments during the last war strained 
the finances of the local units. Were the same strain 
to occur again, there is grave doubt that the general 
property tax would respond as it did before. We have 
learned that there are limits to the elasticity of the 
property tax. To meet the needs of the recent depres- 
sion and now to finance our defense effort without 
destructive inflation, the Federal Government has been 
forced to explore areas of taxation formerly largely 
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occupied by the states. On the other hand, the states 
by increasing the rates in these areas may impede 
maximum federal tax efforts. The post-defense period 
may involve even greater problems. As they arise, 
we shall have new need for fiscal co6rdination. 


CCORDINGLY it is important that we prepare 
4 Lnow to meet these problems. Far from being some- 
thing that can readily be put off until later, this matter 
may require specific and definite answers at almost any 
time. The spade work of fact-gathering, analysis and 
testing the probable operation of proposed remedies 
naturally takes time. We do not know how much time re- 
mains and we cannot afford to postpone longer this vital 
work. With this situation in view, the Secretary of the 
Treasury recently requested a number of experts in the 
public finance field to assist the Treasury in giving con- 
sideration to fiscal and administrative problems arising 
from the interrelation of federal, state and local revenue 
needs and tax systems. In addition to a special stafi 
working in the Treasury on general studies, a number 
of specially qualified individuals are being requested 
to study and report on specific problems. In this way, 
we hope to make good use of the talent affiliated with 
state and local governments and with the universities. 

The objective of this study is to gather the facts, 
develop principles, and examine specific suggestions 
leading toward a better codrdination of federal, state 
and local revenue and expenditure systems, and to plan 
for the codperative development of these systems in 
harmony with sound fiscal policy; to meet the needs 
to the Federal Government, and at the same time to 
maintain the independence and vitality of state and 
local institutions. 

We plan to proceed first with the consideration of 
the chief complaints which are made with regard to 
the revenue systems and tax administrations, and the 
fiscal interrelations of federal-state-local governments. 
\We shall examine as part of this project the more 
important proposals which have been made for the 
improvement of this situation. The complaints include 
multiple taxation, heavy costs of compliance and ad- 
ministration, uneven standards of services, heavy and 
uneven loads upon the taxpayer and the migration of tax 
bases, to mention only a few. Parallel to these are the 
numerous remedies suggested, including reciprocity 
among states, joint administration of taxes by federal 
and state governments, federal credits for taxes paid 
to states, federal collection with state-sharing, and 
‘ederal aids—again to submit only a partial list. The 
study of complaints and remedies will involve exam- 
ination of specific aspects of individual taxes. 

Students of this many-sided problem are agreed that 
none of the frequently proposed remedies would solve 
all facets of the problem and that most of the rem- 
edies would involve some new problems of their own. 
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If there were a simple remedy for the present conflict 
and confusion it would undoubtedly long since have 
been discovered and applied but the fact that there is 
no prospect of a simple remedy is no reason why [ur- 
ther efforts to achieve the best possible solution 
should not be made. 

The plan for study also includes an examination ot 
the over-all aspects of the American tax problem— 
federal, state and local combined. Complaints are fre- 
quent that the over-all system is regressive or repres- 
sive or out of harmony with the economic objectives of 
full employment and maximum national income. A 
sound approach to the fiscal problem must include an 
over-all view of the fiscal systems of all govern- 
mental units. 

It is proposed to give extensive attention to the 
matter of the suitability of taxes for use by different 
levels of government, particularly from the adminis- 
trative point of view. This includes the consideration 
of the actual cost of tax administration, especially where 
state and federal administration exists side by side, the 
possible saving resulting from the elimination of dupli- 
cation, the unnecessary cost of taxpayers’ compliance 
and leakages in tax administration and tax collection. 

Another project approaches the problem from the 
viewpoint of the local governments and inquires where 
the greatest pressure of needs upon resources is and 
what the general property taxpayer is now paying and 
can be expected to pay for the support of government. 

A third project seeks to ascertain the real differences 
in the geographic distribution of wealth and income, and 
to interpret what this should mean in terms of tax policy. 
To what extent is it true, for example, that some states 
have within their borders taxable wealth or income 
which was really created elsewhere? To what extent 
do some states employ taxes which in effect impose a 
charge upon the consumers of other states? What 
should be done about these situations? 

It has been said that in the debates on proposed 
changes in the federal taxes little consideration is 
given to state taxes or to the taxes the states might 
wish to impose. In some cases these statements may 
have been justified. The Treasury is seeking to lay a 
foundation which will make proper consideration of 
state taxation a part of developing federal tax legis- 
lation. 

The Treasury’s aim is to assemble the best advice 
available concerning the questions involved in this 
field. Its staff will sound out qualified opinion to deter- 
mine as accurately as possible the concensus on these 
questions. We hope to have—and I am sure we shall 
receive—the cooperation of the officers and representa- 
tives of state and local governments and important 
organizations interested in revenue and taxation. It 
is hoped that the study will suggest the broad general 
directions in which we ought to [Turn to page 697] 


































































































































































































































































































































































































I. Introduction 


HE PHILOSOPHY which underlies taxation 

has changed greatly in the past few decades. 
Amplification of the subject for the purpose of 
debating whether such change is a perversion or recog- 
nition of the inevitable is not undertaken here. It 
suffices to recognize that, in the search for government 
revenue to meet government expenditures, the in- 
genuity of legislators has been strained greatly. The 
property tax, once head and shoulders above every- 
thing else in the field of taxation, now has several 
equals and superiors. In the mass of legal publication 
surrounding these comparatively new taxes, such as 
income taxes, estate and inheritance taxes, gift taxes, 
payroll or unemployment taxes, sales taxes and use 
taxes, the property tax has been a somewhat neglected 
field of law. It is, however, one of the greatest con- 
tributors in the revenue field and its importance as a 
tax can by no means be subordinated to other taxes.’ 
The computation of the property tax, made up as it 

is of two component parts: (1) the valuation of the 
property listed to be taxed multiplied, by (2) the rate 
of the tax on the property, seemingly offers great lati- 
tude for discretion and slight latitude for the abuse of 
discretion. The rate of taxation, e.g., one dollar for 
every one hundred dollars of property, to use a flat 
figure, is ordinarily set by legislation or administrative 
agencies with legislative approval. It has been the 
experience of the American public in property taxa- 
tion that the rate for taxing real estate does not change 
frequently. Moreover, the rate of taxation imposed by 
the legislature or other levying body, city, county, 





* Attorney at Law, Cumberland, Md. 
and the District of Columbia Bars. 

1 Over 35% of entire tax collection in the United States arises out 
of real estate taxation. Tax Policy League: 1939 Tax Yields (1940) 
20, 21. Compare Lutz, Public Finance (3d ed. 1936) 497. 
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town, or school district, ordinarily cannot be chai- 
lenged unless it is in conflict with some constitutiona! 
provision or specific state statute. We find, therefore, 
that the bulk of litigation on the property tax wii! 
spring not out of rate but out of valuation.” 


The outraged cry of the tax protestant is not always 
lucid. Mental compartmentalization, from a legal view- 
point, breaks down the protest into either a claim of 
denial of his right to “equal protection” under the 
United States constitution, or “uniformity” under his 
state constitution; or “deprivation of his property 
without due process of law’, amounting to confisca- 
tion; or there may be found a particular statute or 
legal decision on which to hang the cloak of remon- 
sirance. 


It was in connection with intergovernmental im- 
munity that Chief Justice Marshall many years ago 
said that “The power to tax involves the power to de- 
stroy.”’ Justice Holmes said, “The power to tax is not 
the power to destroy, while this (Supreme) Court 
sits.” Justice Frankfurter termed Marshall’s oft- 
quoted dictum “a seductive cliché”, imputing to it a 
lack of precision.? But as far as the property tax is 
concerned, there is no doubt that taxation enforced in 
meticulous observance of the law and with little or no 
regard of the times or the individual has often resulted 





2? People ex rel. Campe v. Board of Review of Cook County, 290 
Ill. 467, 125 N. E. 274 (1919); James v. United States F. & G. Co., 
133 Ky. 299, 117 S. W. 406 (1909); McGregor v. Hogan, 153 Ga. 473, 
112 S. E. 471 (1922). 

% Marshall, C. J., in McCulloch v. Maryland, 4 Wheat. at 431, 1819; 
Holmes, J., dissenting in Panhandle Oil Co. v. Knox, 277 U.S. 218. 
223, 48 Sup. Ct. 451 (1928); Frankfurter, J., concurring in Graves v. 
People of New York ex rel. O’Keefe, 306 U. S. 466, 489, 59 Sup. Ct. 
595 (1939). The O’Keefe case has caused a veritable cloudburst of 
legal comment and cacophony. 

An enlightening article on the subject is Nichols, ‘‘Relation Be- 
tween the Powers of Taxation and the Power of Destruction’’ (1939) 
20 B. U. L. Rev. 435; cf. Cushman, ‘‘The National Police Power 
under the Taxing Clause of the Constitution’’ (1920) 4 Minn, L. Rev. 


247, 254. 
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in confiscation and destruction. Perhaps this taxation, 
where rigidly adhered to, with the disastrous results 
concomitant to the system, has been the product of an 
economic despondency for which the tax administra- 
tors should not be held responsible. On the other 
hand, some of Marshall’s dictum must be construed as 
possessing a merciless logic—the power to tax can be 
the power to destroy. It is on the question of valua- 
tion that tax authorities may often be indicted with 
using the power to tax in such a manner that it amounts 
to destruction and confiscation. 


II. Improper Valuation—Limited Remedial Outlets 


The person assessed is not always dealing with men 
trained and schooled in the art of valuing property. 
Especially is this true in rural areas and small cities 
and towns, where the pay does not always suffice to 
attract high-calibered men. Inefficient administration 
entails individual injustices. In many cases of malad- 
ministration, the flaws may be cured by a judicial re- 
view, eventually alleviating any misplaced burden. It 
is a regrettable fact in our law that there are many 
instances in which pragmatic injustice occurs because 
affluent litigants may prosecute those causes, which 
men, without funds, cannot hope to assail. In prop- 
erty taxation, however, the well-favored property hold- 
ers have little advantage over the indigent property 
holder. Confronting each of them, there exists a well- 
nigh immovable object called the doctrine of admin- 
istrative finality. This doctrine, gaining in scope and 
in volume, hamstrings the property owner in any dis- 
pute of fact which has previously been adjudicated by 
an administrator or an administrative body, holding 
such administrative findings of fact conclusive, barring 
the way to any judicial review ;* the theory being often 
expressed that the administrative body is specially ex- 
pert and specially versed in all the vicissitudes and in- 
tricacies which may arise on the particular question.® 


‘Hill v. Martin, 296 U. S. 393, 403, 56 S. Ct. 278, 80 L. Ed. 293 
(1936); Parsons v. Detroit &€ Canada Tunnel Co., 15 F. Supp. 986 
(1936); Lehigh Valley R. Co. of New Jersey v. Martin, 100 F. (2d) 
139 (1938); Central R. Co. of New Jersey v. Martin, 30 F. Supp. 41 
(D. C., N. J. 1940); Ada County v. Bottolfsen, 102 P. (2d) 287 (1940); 
Lee v. Booker & Co., 108 Fla. 534, 146 So. 546 (1933); Susquehanna 
Power Co. v. State Tax Comm., 159 Md. 334, 151 Atl. 29 aff'd. 283 
U. S. 291 (1930); Board of Education of Cleveland Heights City 
School Dist. v. Evatt, 136 Ohio St. 283, 25 N. E. (2d) 453 (1940); 
Oaklawn Cemetery v. Baltimore County, 174 Md. 280 (1937). 

Faught, ‘‘Classification of Administrative Bodies for Purposes of 
Judicial Review,’’ (1940) 6 U. of Pitt. L. Rev. 67, describes the 
Pennsylvania Law succinctly; Cooley on Taxation (4th ed. 1924) 
Secs. 1199-1205; Note (1938) 51 Harv. L. Rev. 885; Cushman, ‘‘Ju- 
dicial Review of Valuation in Illinois Property Tax Cases’’ (1941) 
35 14. L. B. 689. 

For statutory comparisons, see 48 Stat. 1093, 47 U. S. C. Sec. 402 
(e) (1934) (FCC); 49 Stat. 453 (1935) 29 U. S. C. (Supp. 1937) 
Sec. 160 (e) (f) N. L. R. B. 


5 Yet the courts often condone the work of an inexpert assessor 
or assessing body. Washington Union Coal Co. v. Thurston County, 
105 Wash. 208, 177 Pac. 774 (1919); Keokuk & H. Bridge Co. v. 
People, 161 Ill. 514, 44 N. E. 206 (1896). Cf. People v. Clapp, 152 
N. Y¥. 490, 46 N. E. 842 (1897) and Sioux City Bridge Co. v. Board 
of Review, 192 Iowa 1224, 184 N. W. 733 (1922). 

Deference to assessors as experts is exhibited in Minnesota v. 
Federal Reserve Bank of Minnesota, 25 F. Supp. 15 (1938). 
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While it is true that on questions of fact there can 
be no judicial attack on the assessments, even though 
an error of judgment may be shown on the part of the 
assessor, this does not mean that the tax protestant 
must depend on the whim of one man. He may pur- 
sue the various appellate remedies in the administra- 
tive boards, a course which may have as many as three 
stages. The assessor’s decision is not final. It is re- 
viewable by the administrative body of some appella- 
tion, be it board or commission, and the assessor must 
perforce defend himself.® If, however, the administra- 
tive body reviews his valuation and finds it sound; 
then, on all questions of fact, the complainant is pre- 
cluded. 


On what questions of law may the taxpayer pro- 
ceed, thus opening the way to judicial review? Asa 
preliminary matter, it is necessary to note that the 
courts have asserted that improper methods of valua- 
tion are not important. It is the result, and the result 
alone, which is the springboard for reviewability ; that 
is, the taxpayer must have been prejudiced. Ifa proper 
method of valuation was used but an improper result 
reached, review is possible. But conversely, an im- 
proper method giving rise to a proper result is not 
reviewable.” 


If a valuation has occurred by which one party can 
be said to have been forced to assume an unequal share 
of the tax burden, then this discrimination amounts to 
a violation of the “equal protection” guarantee of the 
Fourteenth Amendment of the Constitution and such 
assessments may be successfully attacked and set aside.* 
Many state constitutions have a “uniformity” provi- 
sion which operates in the same fashion as the “equal 
protection” clause, and serves to negate any assess- 
ment disproportionate to assessments of those in simi- 
lar situations.® For a time, there was an apparent 
division of authority over whether disproportionate 
assessment or discrimination could stand as a legal 
base for attack if the taxpayer’s property of itself was 
not overvalued; the disproportion and distortion aris- 
ing from the fact that others’ property had been con- 
siderably undervalued from the state standard. It 
seems to be the weight of authority [Turn to page 699] 


6 Columbia Terminals Co. v. Koeln, 319 Mo. 445, 3 S. W. (2d) 1021 
(1928); State ex rel. Mellor v. Grow, 74 Neb. 850, 105 N. W. 898 
(1905). 


7 Bailey v. Megan, 102 F. (2d) 651 (1939); People ex rel. Harway 
Imp. Co. v. Berry, 229 App. Div. 565, 242 N. Y. Supp. 357 (1930). See 
also Los Angeles Gas & Electric Co. v. Railroad Commission, 289 
U. S. 287 at 304; Note (1933) 31 Mich. L. Rev. 1169; Note (1938) 51 
Harv. L. Rev. 885. But in the main, cases of improper method are 
cases of improper result and vice versa. 


8 Western Union Telegraph Co. v. Wilcox, 85 F. (2d) 352 (1936). 
See Iowa-Des Moines Nat’l Bank v. Bennett, 284 U. S. 239 (1931). 

If one class of property is discriminated against illegally, Art. 1, 
Sec. 8, of Const. providing ‘‘all Duties, Imports and Excises shall be 
uniform throughout the United States’’ may be invoked. Cummings 
v. Merchants Nat. Bank of Toledo, 101 U. S. 154, 25 L. Ed. 903 (1880). 


® Maryland Constitution, Declaration of Rights, Sec. 15; Opinion 
of the Justices, 220 Mass. 613, 108 N. E. 570 (1915). 1 Cooley on 
Taxation (4th ed. 1924) Secs. 253 et seq. But see Seligman, Essays 
on Taxation, p. 62, as to the working of these laws. 
















































































































































































































































Installment Reporting of Income 


NSTALLMENT reporting at the option of the 
taxpayer is permitted by the Revenue Act on the 
gains from the sale or other disposition of real 
and personal property. There are three types of in- 
stallment transactions, the gains from which may be 
reported in this manner, namely: (1) personal prop- 
erty regularly sold or otherwise disposed of on the 
installment plan; (2) a casual sale or other casual 
disposition of personal property for a price exceeding 
$1,000; and (3) any sale or other disposition of real 
property. 

The statutory authority for installment reporting is 
contained in Section 44, subsections (a) and (b), of 
the Internal Revenue Code. Subsection (a) permits 
a person who regularly sells or otherwise disposes of 
personal property on the installment plan to return 
as income in any taxable year that proportion of the 
installment payment actually received that year, which 
the gross profit realized or to be realized when pay- 
ment is completed, bears to the total contract price. 
Subsection (b) permits installment reporting in the 
case of casual sales of real and personal property when 
the initial payment does not exceed 30% of the total 
selling price and also in the case of personal property 
where the purchase price exceeds $1,000. 


General Requirements 

Whether a casual sale of real or personal property 
qualifies as an installment sale within the meaning of 
the Revenue Act depends almost entirely upon what 
is received by the seller by way of initial payment on 
the selling price. Since the amount received as the 
initial payment cannot exceed 30% of the total selling 
price, what constitutes the initial payment is of utmost 





* Attorney at Law and Tax Counsellor of law firm of Pacht, 
Pelton, Warne & Black, Los Angeles, Professor of Law, Pacific 
Coast University Law School of Los Angeles. 
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importance. The phrase “initial payment” has been 
defined as the payment received in cash or property 
other than evidences of indebtedness of the purchaser 
during the taxable period in which the sale or other 
disposition is made. 

Thus, the initial payment does not include notes of 
the purchaser provided the purchaser does not pay the 
notes in the year of sale. Also, initial payment does 
not include accrued interest on a mortgage, accrued 
taxes nor various liens with certain exceptions, assumed 
by the purchaser, but not paid for within the year of 
purchase. However, if the purchaser pays cash and 
delivers notes of a third person which he holds, the 
notes would be considered a part of the initial pay- 
micnt since evidence of indebtedness is limited to obliga- 
tions of the purchaser. The notes of a third person 
would be treated the same as other property received 
as a part of the initial payment. The initial payment 
does not include a mortgage assumed by the purchaser 
nor a mortgage to which the property is subject when 
purchased to the extent that such mortgage does not 
exceed the basis to the seller of the property; but the 
excess over the basis of mortgages assumed by the 
purchaser is a part of the initial payment.’ 

The initial payment includes all payments received 
as a part of the purchase price in the year of sale and 
not merely the first or down payment. Further, an 
initial payment in excess of the 30% limitation will 
not entitle the seller to report the transaction upon the 
installment basis even though there may be an obliga- 
tion upon his part to return a portion of the same to 
the purchaser under specified conditions. It should 
also be observed that the right to report on the in- 
stallment basis is not denied merely because no provi- 





1 Lucas v. Schneider, 47 Fed. (2d) 1006; Burnet v. S. & L. Bldg. 
Corp., 288 U. S. 406. 
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sion is made for payment of the balance in installments, 
provided that there is at least one additional payment 
contemplated besides the initial payment which addi- 
tional payment is to be made in a subsequent year. 
For example, the seller could report on the install- 
ment basis if the initial payment was less than 30% 
even though he received the initial payment on De- 
cember 31 of one year, and the purchaser was under 
an obligation to make a payment of the total balance 
on January 1 of the next year. 


After qualifying the transaction as an installment 
sale by applying the initial payments against the sell- 
ing price in order to determine that these payments 
do not exceed 30%, it is necessary to reduce two other 
terms to figures in order to compute the profit, all or 
a portion of which is taxable depending upon the 
applicable holding period percentages. ‘These are: 
(1) gross profit and (2) total contract price. 

Gross profit which replaced the term “total profit” 
in the 1928 Act is not defined in the law or regulations. 
However, the Commissioner has generally considered 
it to be selling price less cost adjusted for deprecia- 
tion, plus improvements, less selling commissions and 
expenses. J T 2340, VI-1 CB 43, sets forth the man- 
ner of computing the adjustment insofar as expenses 
are concerned. The effect of the Commissioners posi- 
tion is to reduce the selling price by the amount of com- 
missions and expenses, in order to determine profit and 
thereby permit the commissions and expenses to be ap- 
plied against the installment payments as received instead 
of being deducted in full in the year of sale. This 
method is highly beneficial to those taxpayers who 
would not have sufficient income in the year of sale to 
absorb the full deductions of commissions and expenses. 
The total contract price is the figure used to determine 
what portion of each installment is profit. The law 
provides that the profit to be reported shall be that 
proportion of the payments received which the gross 
profit realized, or to be realized, bears to the total con- 
tract price. In this connection, a mortgage assumed 
is only considered a part of the total contract price to 
the extent it exceeds the seller’s cost or other applicable 
basis of the property sold. 

(INCE the taxpayer has an election as to how the 
S sale is to be reported, it is important that the election 
be exercised at the time the return is filed and also 
that the books and records of the taxpayer reflect the 
installment sale, so that true taxable income can be 
readily computed. If the taxpayer elects to report the 
profit upon the completed transaction basis, he is bound 
by his election and cannot thereafter file an amended 
return in which the installment basis is used.? In fact, 
the taxpayer is bound even though there has been no 


2 Livermore v. Miller, 94 Fed. (2d) 111; Pacific Nat’l Co, v. Welch, 
304 U. S. 191. 
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absolute election, in view of the fact that the taxpayer 
was not aware of his right to file on the installment 
basis.2 However, a taxpayer may treat some trans- 
actions as closed transactions in the year of sale and 
others as installment transactions, provided that after 
one basis of reporting is adopted, the income from the 
particular sale subsequently received is consistently 
reported on the adopted basis.* 


It should also be observed that the definition of 
“initial payment” makes possible the reporting on the 
installment basis, even though the seller may actually 
receive more than 30% of the selling price in the year 
of sale. This is possible where the notes of the pur- 
chaser are discounted or borrowed upon by the seller, 
provided the purchaser is not directly or indirectly a 
party to the transaction. For example, the seller could 
sell the property for an initial payment of 25% of the 
selling price, take back notes for the balance, imme- 
diately discount or borrow on the notes and thereby 
receive cash or property in excess of the 30% limita- 
tion. Since the notes of the purchaser are not deemed 
a part of the initial payment, the seller could still 
report the sale on the installment basis. This type of 
transaction is advisable where the seller needs the 
cash immediately, but, in view of his high surtax 
bracket, cannot afford to report the total profit to be 
realized on a completed transaction basis in the year 
of sale. This procedure is also advisable when the 
taxpayer does not have sufficient capital losses in the 
year of sale to offset the total gain, but anticipates 
offsetting losses in subsequent years. 


It should also be kept in mind that the holding 
period provisions of the law may be availed of by tax- 
payers reporting capital gains on the installment basis. 
However, for the purpose of determining the per- 
centage of gain (losses cannot be reported upon the 
installment basis) to be taken into account, the actual 
holding period of the property at the time of sale 
rather than the time the installment obligation is held 
prior to collection must be used. In other words, the 
length of time held to the date of sale usually deter- 
mines the percentage of gain to be reported in each 
subsequent year. Therefore, it is not possible, 
through installment reporting, to make a long-term 
gain out of a short-term sale of a capital asset. 


Certain dealers who regularly sell personal property 
on the installment plan have inquired as to the effect 
on their reporting upon the installment basis, of the 
government’s proposal to require a specified down or 
initial payment which on certain items will exceed 
30% of the total selling price. Unless the existing 
law and regulations are changed, the proposal would 





% Liberty Realty Corp., 26 BTA 1119. 

*GCM 3350, VIII-1 C 1362; Note: Ives Dairy, Inc., 23 BTA 579 
(Nonacq.). Key Largo Shores Properties, Inc., 21 BTA 1008 (Non- 
acq.). 
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not affect their right to continue to report such sales 
upon the installment basis, since the law permits 
dealers to use the installment basis regardless of the 
initial payment required on their sales. The law im- 
poses the 30% limitation only upon casual sales of 
real and personal property. 


Effect of Changing Laws 

Important changes in the revenue acts in recent 
years have given rise to various questions involving 
their effect upon reporting the profit from installment 
sales. There have been changes in the percentage of 
capital gain provisions; a change in the definition of 
capital assets; a change in the initial payment require- 
ment, and increased rates. Where an installment sale 
extends over more than one of the various revenue 
acts before all profit is reported, the above changes 
create certain complications. 

Prior to 1934, the initial payment limitation was 
40% rather than 30%. Consequently, if a sale was 
made upon the installment basis under prior law and 
the initial payment exceeded 30% but did not exceed 
40%, would the enactment of the change in law pre- 
vent a taxpayer from further reporting the profit upon 
the installment basis? The statute specifically covers 
this contingency and does not deny the taxpayer the 
right to continue reporting upon the installment basis. 
Section 44 (b) provides, in part, “ do not 
exceed 30 per centum of the selling price (or, in case 
the sale or other disposition was in a taxable year 
beginning prior to January 1, 1934, the percentage of 
the selling price prescribed in the law applicable to 
such year) e 

However, clearly, the taxpayer is subject to in- 
creased rates in the years of actual reporting, regard- 
less of the fact that ordinarily the amount of profit to 
be reported was determined at the time the sale was 
made. This threat of increased rates is one of the 
determining factors which a taxpayer must carefully 
weigh before electing to report the profit upon the 
installment rather than upon the completed trans- 
action basis. 

The holding period percentage brackets fixing the 
amount of gain or loss to be taken into account in 
computing net income from a sale or exchange of 
capital assets, were changed by Section 117 (b) of the 
1938 Act so as to increase the amount of reportable 
gain upon the sale of long-term capital assets and to 
differentiate between short and long-term gains and 
deductible losses. Assuming a sale upon the install- 
ment basis under prior law and the determination of 
reportable profit under the percentage provisions at 
such time, what is the effect of an increase in the 
required percentage of gain to be reported upon such 


an installment sale? Assuming the change in the 
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definition of capital assets is not involved in the trans- 
action, the taxpayer would be subject to the new per- 
centage provisions of the law on currently reported 
profits which would require an adjustment for pur 
poses of the current taxable year of the profit to be 
reported based upon the new percentage provisions. 
However, no amended tax adjustment would be re 

quired for prior years, even though the amount of 
profit theretofore reported was less than under the 
changed percentage rates. 

The definition of “capital assets” was also changed 
by Section 117 (a) 1 of the 1938 Act, and now made 
a part of the Code ina revised form. The term “capital 
assets,” as contemplated by the holding period provi- 
sions of the law, now excludes property used in trade 
or business of a character which is subject to an allow- 
ance for depreciation. This means, for example, that 
rental property requires an apportionment between 
land and building, both as to cost base and reportable 
profit on sale. The dwelling is subject to depreciation 
and thus the full gain allocated to the house is taxable 
100%, whereas the land profit is subject to the holding 
period percentages. Assuming a sale of such prop- 
erty upon the installment basis prior to December 31, 
1937, the effective date of Section 117 of the 1938 Act, 
at a time when the house and land would both classify 
as capital assets, would the continued reporting upon 
the installment basis of the profit after the enactment 
of the 1938 and subsequent acts require a readjustment 
in order to reflect the new definition of capital assets 
and therefore deny the use of the holding period per- 
centages as to the dwelling? An analysis of the Act 
discloses no intent upon the part of Congress to make 
this retroactive in its operation and require reportable 
profit to be allocated between ordinary gain and long- 
term gain. And, although, there is some doubt upon 
the question,’ it would appear advisable to continue 
to report the transaction without allocation as a sale 
of a capital asset and without readjusting to reflect an 
additional profit arising out of the change in the defini- 
tion of capital assets. In other words, it would appear 
that the taxpayer reporting upon the installment basis 
should be entitled to continue to report the same type 
of income which resulted at the time of sale at the 
rates applicable in the year such income is reported. 


Change of Basis 


Section 44 (c) of the Internal Revenue Code pro 
vides in part that if a taxpayer, entitled to report on 
the accrual basis, elects to report on the installment 
basis, then in computing his income for the year in 
which he makes the change, or in any subsequent year, 
amounts actually received during any such year on 





5 Snell v. Commissioner, 97 Fed. (2d) 891; GCM 21,714, 1939 2-CB 
218. 
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account of sales or other disposition of property made in 
any prior year, shall not be excluded from gross income. 

This is a vicious section, since on the change-over 
the law expressly provides that all income already 
reported in prior years on the accrual basis is fully 
taxable as it is collected, under the installment methcd 
of reporting. There is no provision in the law or regu- 
lations which permits a credit for taxes already paid 
on accrued and reported income. The provision has 
been upheld by the Board of Tax Appeals and the 
courts, irrespective of the fact of double taxation. 
However, in one case, Brant v. United States,® it was 
contended that the total tax by this double taxation 
method was in excess of the profit from the sale and 
therefore unconstitutional because it was a tax on 
capital. The court, however, stated that the conten- 
tion was not supported by the facts, and therefore 
refused to pass on the question of whether a tax “in 
excess of the profit on the sale might be exacted.” If 
such a situation should arise, then I believe the argu- 
ment would carry considerable force. 


In view of the above statutory rule, a business con- 
cern which is operating on the accrual basis should 
be very careful before arbitrarily changing over to the 
installment basis. For example, a small company 
operating on a slim margin of profit might find that 
the increase in tax in the year of change-over, or in 
subsequent years for that matter, may represent the 
difference between a profit and a loss. It should also 
be kept in mind that although permission to change 
from the accrual to the installment method is not 
required, permission of the Commissioner is required 
to change from the installment method back to the 
accrual method. In such a case, the regulations pro- 
vide that where permission to change back is granted, 
the taxpayer “will be required to return as additional 
income for the taxable year in which the change is 
made, all the profit not theretofore returned as income 
pertaining to the payments due on installment sales 
contracts as of the close of the preceding taxable year.” 
This prevents unreported installment profits from 
escaping taxation on the change and may create double 
taxation in the event such income had already been 
reported in a preceding tax year on the accrual basis. 


However, if in view of the monetary size of a pro- 
posed transaction a corporation, for example, deemed 
it absolutely necessary and advisable to report on the 
installment basis rather than to continue reporting on 
an accrual basis, it would be advantageous from a 
strict income tax point of view to organize a new 
corporation and permit the old corporation to continue 
reporting on existing accrued items and have the new 
corporation report subsequent transactions on the in- 


640 Fed. (2d) 126; cert. denied, 282 U. S. 888; motion for new 
hearing denied, 284 U. S. 631. 
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stallment basis. Whether it is feasible to organize a 
new corporation will depend, of course, upon the facts 
in each case and no hard and fast rule can be laid down 
as a guide in this connection. 


Disposition of Installment Obligations 


As a general rule, the disposition of installment 
obligations should be avoided. In this connection, 
Section 44 (d) of the Internal Revenue Code provides 
that if an installment obligation is satisfied at other 
than its face value, or is distributed, transmitted, sold 
or otherwise disposed of, gain or loss results to the 
extent of the difference between the basis of the obliga- 
tion and (1) in the case of satisfaction at other than 
face value on a sale or exchange—the amount realized, 
or (2) in the case of distribution, or disposition other- 
wise than by sale or exchange—the fair market value 
of the obligation at the time of such distribution, trans- 
mission or disposition. Any gain or loss so resulting 
will be considered as resulting from the sale or exchange 
of the property in respect of which the installment 
obligation was received. The basis of the obligation 
is the excess of the face value of the obligation over 
an amount equal to the income which would be re- 
turnable were the obligation satisfied in full. 


The above statutory rule is applicable to estates and 
trusts as well as to individuals. For example, if real 
estate is sold on the installment plan by a trustee, and 
the unmatured notes received are distributed to the 
beneficiaries of the trust, there is an immediate gain 
either to the trust if the income is to be accumulated 
and added to principal, or if the income is distributable 
to the beneficiaries, the trustee must report the gain 
and deduct it as distributable income in which event 
the beneficiaries must include the gain in their re- 
spective personal income tax returns. Since it can 
never be definitely known whether an installment sale 
will ultimately pay out in full, theoretical income may 
have to be returned as income which may never actually 
be realized by the taxpayer. 


Consequently, if the trustee deems the sale neces- 
sary and if it can only be made on the installment 
basis, then other factors should be considered before 
the transaction is consummated. If the trust has 
several years yet to run, and if the income is to be 
accumulated, or if the income is distributable, but the 
trust provides that all gains shall constitute principal 
of the trust estate, then it would be proper for the 
trustee to make the sale and report the same on the 
installment plan; or, if under the terms of the trust, 
all income is to be added to principal and payments 
are to be made out of principal to the beneficiaries in 
the form of annuities, there would be little, if any, 
danger in reporting on the installment basis, assuming 
the trust is a long-term one. If, on the other hand, 
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the trust is a short-term trust, it would ordinarily be 
inadvisable for the trustee to make the sale, since at 
the time of termination a taxable gain would imme- 
diately accrue to the beneficiary. However, this danger 
could be eliminated without losing the advantage of 
reporting on the installment basis by having the trus- 
tee distribute the property to be sold in kind to the 
beneficiaries and having them make the sale in their 
individual capacity. In anticipation of this possibility, 
it would be advisable, in drafting the provisions of a 
testamentary trust or inter-vivos trust agreement, to 
insert appropriate provision in the document to enable 
the trustee to distribute property to the beneficiaries 
for the purpose of permitting them to make the sale 
in their individual capacity. 

An analogous situation arises where a person re- 
porting on the installment plan dies. The law pro- 
vides that the executor or administrator of his estate 
must include in the return for him from the first of 
the taxable year to the date of death, all accrued in- 
come together with unrealized profits. In other words, 
the balance owing on an installment obligation must 
be reported as income in the year of the taxpayer’s 
death, although such income may never be realized. 

Section 44 (d) offers some relief, however, since the 
section is not mandatory as to installment obligations 
transmitted at death if there is filed with the Com- 
missioner a bond in such amount and with such sureties 
as he may deem necessary, conditioned upon the re- 
turn as income by the person receiving any payment 
on such obligations, of the same proportion of such 
payment as would be returnable as income of the 
decedent if he had lived and received such payment. 
[In any case where there is reasonable doubt that pay- 
ment will not be made, or if the decedent is in a high 
surtax bracket and there are not sufficient offsetting 
losses, the bond should be filed and payment of tax 
deferred. 


It should also be observed that where the taxpayer 
needs cash and contemplates the disposition of in- 
stallment obligations to obtain the same, consideration 
should be given to borrowing against the obligations 
rather than disposing of the same where to do so 
would cause an immediate large taxable gain. Such 
a loan can be collateral in form. However, to prevent 
the transaction from being deemed an indirect disposi- 
tion, the taxpayer should obligate himself to repay the 
loan and not merely permit the lender an offset by 
collection of the notes. 


Repossession of Property 

Due to conflicting decisions, the treatment of this 
type of transaction has undergone changes from time 
to time by way of amended regulations. Formerly, 
the regulations provided that the entire amount re- 
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ceived and retained by the seller, less previously re- 
ported income, was reportable as taxable income by 
the seller in the year of default by the purchaser and the 
resultant repossession. However, in the case of Jacob 
Dickinson,’ the Board of Tax Appeals created a dis- 
tinction when it held that where title to the property 
had passed and the property was reacquired by the 
original owner by the surrender of notes of the de- 
faulting purchaser of a face value equal to the fair 
market value of the property when reacquired, the 
profit on foreclosure was the same percentage of the 
face value of the notes surrendered as the percentage 
of profit on the original transaction, measured by the 
excess of the total contract price over the owner’s 
basis. The regulations were amended to reflect this 
distinction. 

However, a later decision by the Circuit Court o/ 
Appeals in the case of Boca Ratone Co. v. Commis- 
sioner,’ repudiated the above theory and held the regu 
lations invalid insofar as they distinguished between 
the method of treating repossessions where title was 
retained from those where title had been conveyed. 
The Court held that there could be no distinction 
based upon passing or retention of title and that the 
provisions of Section 44 (d) were controlling. The 
Court also repudiated the provisions of the regulations 
providing that installment payments retained on re 
possession less income previously reported was income 
in the year of default and repossession. The court 
expressed the principle that irrespective of whether 
title passed, upon repossession there was satisfaction 
of the installment obligation at less than face value, 
and that income should be computed as set forth in 
Section 44 (d). The regulations were amended back 
to 1928 to reflect this decision. 

The present method of treatment on repossessions 
may be briefly summarized as follows: 


(1) On repossession, the same method of computa- 
tion of gain or loss is to be used as to the installment 
obligations satisfied, whether or not title to the re 
possessed property had passed. 

(2) The gain or loss is measured by the difference 
between fair market value of the property repossessed 
and the basis to the vendor of the obligations satisfied, 
with adjustment for any other amounts realized or 
costs incurred by reason of the repossession. 


(3) The basis to the vendor of the obligations satisfied 
is the excess of the face value of the obligations ove: 
the amount which would be returnable were the obliga 
tions paid in full. 


(4) A bad debt deduction for the unsatisfied obliga 
tions is denied unless the purchaser is liable for that 
amount after repossession. [Turn to page 676] 


718 BTA 790. 
§ 86 Fed. (2d) 9. 
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Y WAY OF fixing the place of oil payments 
in the scheme of things it may be useful first 
to consider the manner in which ownership of 

oil properties is commonly carved up. The two pri- 
mary divisions are the landowner’s royalty and the 
working interest. The royalty (usually 1/6 or 1/8) 
runs for the life of the property and bears no part 
of the cost of development or operation. The working 
interest (usually 5/6 or 7/8) also runs for the life of 
the property and bears all of the cost of development 
and operation. 

Two other types of interest are of frequent occur- 
rence. An overriding royalty may be taken from the 
working interest and is much similar to the land- 
owner’s royalty. Another interest, called in the indus- 
try an “oil payment,” may also be carved out of the 
working interest. The oil payment is similar to a 
royalty in that it is an undivided fractional interest in 
the oil and gas production and bears no share of the 
costs of development or operation. It differs from a 
royalty interest in that it is for a fixed amount of 
money (or, less frequently, for a fixed number of 
barrels of oil?) and thus may or may not run for the 
life of the property. An oil payment is usually an 
agreement by the owner of the working interest to pay 
a stated sum of money from a stated fraction of the 
first oil and gas produced. On occasion the payment 
may be deferred pending the happening of certain 
events or the fraction may vary with events. Perhaps 
the most prominent characteristic of the oil payment, 
tax-wise, is that it is pavable only from oil and gas 
when, as, and if produced, and contains no covenant 
for payment otherwise. The variety of transactions in 
which the oil payment may be utilized is limited only 
by the ingenuity of the oil man. It has been used so 
often and in so many ways that it almost represents 
legal tender in the industry. 


Review of Depletion 

Most tax problems of the oil industry, as is natural, 
involve depletion in one way or another and this is so 
with oil payments. Before proceeding to a consid- 
eration of the taxation of oil payments it will perhaps 
be convenient to review depletion as a separate subject. 
For this purpose, only decisions of the United States 
Supreme Court will be consulted. I should say here 
that I do not always agree with conclusions reached 





* Certified Public Accountant, San Antonio, Texas. 
1 Charles Pettit, 41 BTA 264. 


Taxation of Oil Payments 
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by the authorities in dealing with income tax problems 
of oil producers. The extreme complexity of the sub- 
ject is recognized, however, and no degree of infalli- 
bility is claimed for my rebellious opinions. It merely 
serves to emphasize the law as it is to compare it with 
the law as you think it ought to be. 

As an economic, accounting, and business concept, 
depletion is the recovery, through production and sale, 
of the cost in place of mineral, oil, timber and other 
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wasting assets. It differs not at all from the cost of 
goods sold in a merchandising business. Insofar as 
income is concerned there is no difference in principle 
between buying one barrel of oil for ten cents in a steel 
container on top of the ground and selling it for a 
dollar, and buying a million barrels of oil for ten cents 
each under the ground and selling them for a dollar 
each on top of the ground. In either case income has 
been realized only to the extent that selling price ex- 
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ceeds the cost of the thing sold. Depreciation has to 
do with the disappearance of the quality of the invest- 
ment while depletion has to do with the disappearance 
of its quantity. It is probably fair to say that deple- 
tion, in its pure sense, occurs only with the removal 
of the deposit and that the sale of the deposit in place 
is a transaction resulting in capital gain or loss. 

As contrasted with this view the United States Su- 
preme Court early took another. In Stratton’s Inde- 
pendence v. Howbert? it pointed out that the Corpora- 
tion Tax Act of 1909 was 
“not, in any proper sense, an income tax law but an 
excise tax upon the conduct of business in a corporate capacity, 
measuring, however, the amount of tax by the income of the 
corporation, with certain qualifications prescribed by the act 
itself” 
and held that the proceeds of ore mined by a corpora- 
tion are income. It likened the process of mining to 
the results of manufacturing and said, 

“As to the alleged inequality of operation between mining 
corporations and others, it is of course true that the revenues 
derived from the working of mines result to some extent in 
the exhaustion of the capital. But the same is true of the 
earnings of the human brain and hand when unaided by 
capital, yet such earnings are commonly dealt with in leg?s- 
lation as income.” 

Later a taxpayer was denied depletion for the reason 
that the 1909 Act referred only to “depreciation” and 
the Court held that income could result without an 
allowance for depletion.* As I view it this was a 
fundamental misconception of the nature of depletion, 
since remedied by statutory allowance of the deduc- 
tion. The taxpayer was denied his “cost of sale.” It 
has never been said in regard to any other business 
that income is realized before cost of sale is recovered. 
Although it was not here construing an income tax law 
the Supreme Court stated a rule in regard to income 
by which it has been guided ever since. The rule has 
caused some difficulty but it is, of course, the rule. 

The Sixteenth Amendment and the 1913 Act fol- 
lowed. Having held that income could result from 
mining operations before recovery of capital through 
depletion it was logical to hold that the 1913 Act was 
not violative of the Amendment when it permitted 
depletion at the rate of only 5% of the gross value 
at the mine of the output during the year rather than 
the full amount of depletion sustained.‘ 

Then, in 1932, the Court stated another basic rule. 
In Burnet v. Harmel * the Court held that where a land- 
owner grants an oil and gas lease, in exchange for a 
cash bonus and the usual landowner’s royalty, both 
the bonus and the royalty are income of the lessor 
and taxable as such, not as capital gain. The bonus is 





2 


2 231 U. S. 399, 34S. Ct. 136, (1913). 
3 Von Baumback v. Sargent Land Co., 242 U. S. 503, 37 S. Ct. 201, 


(1917). See also U. S. v. Biwabik Mining Co., 247 U. S. 116, 38 
S. Ct. 462, (1918). 


* Stanton v. Baltic Mining Co., 240 U. S. 103, 36 S. Ct. 278, (1916). 


5 287 U. S. 103, 53 S. Ct. 74; see also Bankers’ Pocahontas Coal Co. 
v. Burnet, 287 U. S. 308, 53 S. Ct. 150, (1932). 
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said to be in the nature of rent or advance royalty. 
The rule that depletion is to be allowed on the bonus 
followed as a matter of course. (Murphy Oil Company 
v. Burnet.©) Thus depletion may occur without re- 
moval of the deposit. The Court also held in the 
Harmel case that whether title to oil and gas passes 
immediately on execution of an oil and gas lease, or 
only on severance by the lessee, is immaterial as to 
whether the lessor’s receipts are taxable as capital gain 


or as income; that local law is not controlling. 

In 1933 the Court rendered its decision in Palmer v. 
Bender.’ In that case lessees assigned their interests 
for cash, an oil payment and an overriding royalty. 
The Court allowed depletion on all three classes of 
consideration holding that the transaction was in the 
nature of a sub-lease and thus controlled by the rule 
in the Murphy Oil Company case. In commenting on 
the right to depletion the Court made the now classic 
statement: 

“The language of the statute is broad enough to provide, at 
least, for every case in which the taxpayer has acquired, by 
investment, any interest in the oil in place, and secures, by 
any form of legal relationship, income derived from the 
extraction of the oil, to which he must look for a return of 
his capital.” And further “. the lessor’s right to a deple- 
tion allowance does not depend upon his retention of owner- 
ship or any other particular form of legal interest in the 
mineral content of the land. It is enough if by virtue of the 
leasing transaction he has retained a right to share in the oil 
produced. If so, he has an economic interest in the oil, in 
place, which is depleted by production.” Referring to the 
specific transaction before it the Court said, ““When the two 
lessees transferred their operating rights to the two oil com- 
panies, whether they became technical sub-lessors or not, 
they retained, by their stipulations for royalties, an economic 
interest in the oil in place identical with that of a lessor.” 


(Italics supplied.) 
As is sometimes the case this decision raised more 
questions than it answered. 

By various steps we have now arrived at a point 
where a taxpayer may incur depletion when he dis- 
poses, outright, of the principal part of his capital in- 
vestment and, further, his right to the depletion 
deduction depends upon the part of the capital invest- 
ment retained, rather than upon the part disposed of 
to produce the income. 

In the following year (1934) the Court allowed de- 
pletion on a bonus for land on which there had never 
been production nor was there any within the taxable 
year * and announced that percentage depletion ® was 
of the same nature as cost depletion,’® the difference 
being merely in method of calculation.” 

By 1938 the problem of depletion had become so in- 
volved that we find the Court saying, 





6 287 U.S. 299, 53 S. Ct. 161, (1932). 

* 267 U.S. 551, S38. Ct... 225. 

8 Herring v. Commissioner, 293 U. S. 322, 55 S. Ct. 179. 

® Section 114 (b) (3) I. R. C. 

1” Section 23 (m) I. R. C. 

11 Helvering v. Twin Bell Oil Syndicate, 293 U. S. 312, 55 S. Ct. 


174; see also Helvering v, Bankline Oil Co., 303 U. S. 362, 58 S. 
Ct. 616. 
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“In order to determine whether respondent is entitled to 
depletion with respect to the production in question, we must 
recur to the fundamental purpose of the statutory allowance. 
The deduction is permitted as an act of grace. It is permitted 
in recognition of the fact that the mineral deposits are wasting 
assets and 1s intended as compensation to the owner for the part 
used up in production.” * (Italics supplied.) 


Only the exploiter of natural resources is unprotected 
by the Amendment and must look to Congress for 
permission to recover his capital. 

A recent General Counsel’s Memorandum," dealing 
broadly with oil and gas leasing transactions, attempts 
to rationalize the proposition that a lease bonus re- 
ceived by a landowner, who retains a royalty interest, 
is income rather than sale price of a capital asset. 


“ 


. the lessor, by lease terms reserving royalties, merely 
grants to the lessee exclusive exploitation privileges, retaining 
as his share of the oil and gas in place that portion thereof 
which, freed of the burdens of development and operating 
costs, has a value equivalent to the value of the entire interest 
subject to such burdens, and, therefore, like the lessor of an 
ordinary lease reserving rent, is not regarded as having dis- 
posed of a capital asset. If the lessee in turn subleases 
or assigns the working interest, reserving a royalty share, 
he acquires a status comparable to that of a lessor with 
respect to the share retained, any further burden of exploita- 
tion being passed on to the sublessee or assignee with an 
agreed share in the oil and gas produced. So considered, 
the view that a lessor, or a sublessor or assignor, parts with 
no capital interest, though the lessee, or sublessee or assignee, 
acquires a capital interest upon the execution or assignment 
of a lease, presents no logical difficulties, as the lessee interest, 
though it may have great potential value, ordinarily becomes 
valuable only upon investment by the lessee in exploitation 
or by reason of discovery. The analogy between the 
bonus payment accompanying a mineral lease and a large 
payment made in the first year of any ordinary lease, to which 
the Court resorted to characterize the bonus payment as 
ordinary income as distinguished from capital gain to the 
lessor, does not establish an identity of character in the two 
types of payments for federal income tax purposes. An oil or 
mineral lease differs from an ordinary land lease in that it 
contemplates severance and disposition of valuable mineral 
deposits that normally represent a large percentage of land 
values. Further, the allowance of depletion deductions to the 
lessor, which serve to offset his bonus income and reduce the 
basis of his interest, establishes the distinction between such 
payments by treating the bonus payment upon an oil or 
mineral lease as, in part, a tax-free return of the lessor’s capi- 
tal investment in mineral in place. As the mineral in place is a 
reservoir of the capital investment of the parties returnable 
through the depletion allowance, and as the bonus payment 
results in a reduction in the lessor’s capital investment to the 
extent of the depletion allowable thereon, it follows that such 
payment is a contribution by the lessee to such reservoir of 
capital investments which is substituted for the capital there- 
by withdrawn by the lessor. It will be noted that the 
analogy between a bonus payment made upon the execution 
of an oil or mineral lease and a large rental payment made 
in the first year of any ordinary lease, upon which the Supreme 
Court based its conclusion that such bonus payment was 
ordinary income in the nature of an advance royalty payment 
subject to the depletion allowance rather than proceeds from 
the sale of a capital asset, is not available to permit of like 
treatment of a cash payment made where no royalty right 
is reserved by the payee. Royalty rights represent a share 
in all of the oil or mineral in place oil payment rights 
represent share rights in only a portion of the oil or mineral 
content of the land.” 





12 Helvering v. Bankline Oil Company, supra. 
13 GCM 22730; 1941-26-10755. 
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However this reasoning may appeal to others it 
leaves me respectfully unpersuaded. In part it seems 
self-contradictory and in other respects the conclu- 
sion begs the question. 


The point sought to be made by the foregoing is 
that in our consideration of depletion as an element 
in the taxation of oil payments the “reasonable allow- 
ance” granted by the statute ** must be reasoned out 
to square with the rules heretofore laid down by the 
Supreme Court and cannot be treated as an economic 
concept. And, further, a principle applied to one set 
of facts cannot be followed through to what might be 
regarded as its logical conclusion under other facts. 
The problem would have been much simplified if the 
Court had found that depletion is in the nature of “cost 
of goods sold” and thus a constitutional right, and that 
its occurrence is invariably marked by removal of the 
deposit; that any disposition of an interest in the oil 
in place is a capital transaction. The lower courts, 
the Board, and taxpayers alike have had difficulty in 
applying the principles enunciated by the Supreme 
Court to transactions not specifically passed on by it. 


Oil Payments in the United States Supreme Court 


Prior to the Palmer v. Bender decision (1933) the oil 
industry, generally, had regarded an oil payment as 
a contingent obligation and, except for its contingent 
nature, had treated it much as any other promise to 
pay. The Circuit Court of Appeals, Fifth Circuit,” 
and the Board ** apparently shared some such view. 

In the Palmer case the Court allowed depletion on 
the oil payment. Depletion follows income.” If the 
amount received through liquidation of an oil payment 
is income to the holder thereof it cannot be income to 
the working interest from which it is taken, and in 
1937 the Supreme Court so held."* 


To clear the way for our consideration of the deci- 
sions of the lower Courts and the Board it should be 
said at this point that the Supreme Court has dealt 
with one other oil payment question.’® Insofar as 
pertinent here, Oklahoma City Company, owner of 
fee and mineral interests in oil properties, conveyed 
them to Pritchard (acting with Anderson) for $50,000 
cash and $110,000 from one-half of the proceeds which 
might be derived from oil and gas produced from the 
property and from the sale of fee title to any or all 





14 Section 23 (m) IRC. 

% Pugh et al. v. Commissioner, 49 F, (2d) 76, (cert. den. 284 U. S. 
642, 52S. Ct. 22) and the cases cited therein. 

16H, C. Walker et al., 6 BTA 1142; T. L. James, 17 BTA 239; 
Mrs. Lena Brown, 24 BTA 30. 

17 Helvering v. Bankline Oil Co., supra; Helvering v. O’Donnell, 
303 U. S. 370, 58 S. Ct. 619; Helvering v. Elbe Oil Land Development 
Co., 303 U. S. 372, 58 S. Ct. 621; Helvering v. Twin Bell Oil Syndi- 
cate, supra. 

18 Thomas v. Perkins, 301 U. S. 655, 57 S. Ct. 911. A view to the 
contrary by CCA-8 in Comar Oil Co. v. Burnet, 64 F. (2d) 965, must 
now be regarded as overruled. 

1% Anderson v. Helvering, 310 U. S. 404, 60 S. Ct. 952, (May 20, 
1940). 
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of the land conveyed, the assignor to have a first lien 
and claim against “that one-half of all oil and gas pro- 
duction and fee interest from which the $110,000 
is payable.” Although the only amounts received by 
Oklahoma City Company during the taxable year 
(about $40,000) were from the proceeds of oil and gas 
production the Court distinguished the case from 
Thomas v. Perkins, supra, on the grounds that the reser- 
vation of an interest in the fee, in addition to the 
interest in the oil production, is similar to the reserva- 
tion, in a lease, of oil payment rights together with a 
personal guarantee by the lessee that such payments 
shall at all events equal the specified sum, and held 
the $40,000 paid to Oklahoma City Company from oil 
and gas proceeds to be Anderson’s income. 

This decision, in addition to containing an interest- 
ing summary of previous Supreme Court decisions on 
depletion, cleared the air somewhat in relation to oil 
payments. The Court said, 


“The holder of an oil payment right, as an original propo- 
sition, might be regarded as having no capital investment in 
the oil and gas in place. The value of the right, even though 
dependent upon the extent of the oil reserves, is fixed at the 
moment of creation and does not vary directly with the sev- 
erance of the mineral from the soil. In this sense it resembles 
the right to cash payments more closely than the right to 
royalty payments. Yet it does depend upon the production of 
oil, ordinarily can be realized only over a period of years, 
and permits of a simple and convenient allocation between 
lessor and lessee of both the gross income derived from pro- 
duction and the allowance for depletion. Compare Burnet v. 
Harmel, 287 U. S. 103, 106-107. Accordingly, this Court in 
Thomas v. Perkins decided that the provision in the lease for 
payments solely out of oil production should be regarded as 
a reservation from the granting clause of an amount of oil 
sufficient to make the agreed payments, and should be given 
the same tax consequences as a provision for oil royalties. 
The decision did not turn upon the particular instrument 
involved, or upon the formalities of the conveyancer’s art, but 
rested upon the practical consequences of the provision for 
payments of that type. See Palmer v. Bender, 287 U. S. 551, 
555-557; Burnet v. Harmel, 287 U. S. 103, 111. 

The Government maintains that the present case is dis- 
tinguishable from Thomas v. Perkins for the reason that the 
basis for decision there was that ownership of sufficient oil 
to make the payments had not been conveyed to the assignee 
but remained in the assignor. It asserts that the terms of the 
contract and the instruments of conveyance here negative any 
intention on the part of the parties to withhold from the 
operation of the grant an amount of oil equal to the oil pay- 
ments. The following factors, among others, are relied upon 
as supporting this contention: (1) the contract contains no 
qualifying language reserving from the grant any interest 
in the oil and gas in place; (2) the deferred payments of one- 
hundred ten-thousand dollars were payable in cash and not 
directly in oil; (3) the deferred payments drew interest until 
paid; (4) Oklahoma Company had a first lien and claim 
against one-half of the oil and gas production and fee interest; 
(5) petitioner Pritchard had the right to sell the fee interest 
covered by the contract and discharge the deferred payments 
out of the proceeds of such sale rather than out of the pro- 
ceeds of the oil and gas production. 

Several of the distinctions urged upon us by the Government 
are without substance. The economic consequences of the 
transaction are not materially affected by the circumstance 
that the provision for oil payments is not phrased in terms 
of a reservation from the conveyance to Oklahoma Company 
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of an interest in the oil and gas in place. And the fact that 
the payments to Oklahoma Company are in cash rather than 
directly in oil is of no moment in determining the issues pre- 
sented for decision. Compare, however, General Utilities Com- 
pany v. Helvering, 296 U. S. 200. Similarly, the retention of a 
lien, if it were construed as a lien only upon the oil and gas 
production, and nothing more, would not make Oklahoma 
Company any the less dependent upon such production for 
payment of the amounts reserved. 

The reservation of an interest in the fee in addition to the 


interest in the oil production, however, materially affects the 
transaction.” 


The Supreme Court has thus had oil payments be- 
fore it on three occasions and has, 


1. Allowed depletion thereon to the holder.” 


2. Held the income therefrom not to be that of the working 


interest from which the oil payment is taken.” 

3. Held that sub-lessors “retained, by their stipulations for 
royalties, (overriding) an economic interest in the oil in 
place” and thus took the status of lessors entitled to depletion 
on cash bonus received.” 


4. Held oil payments to be a right to share in the oil pro 
duced and to constitute an economic interest in the oil in place.” 


It has not said specifically whether an oil payment 
is such an economic interest as, when accompanied by 
a cash consideration, to entitle the recipient to deple 
tion on the cash received as in the case of a cash bonus 
received by an original lessor ** or by a sublessor.*’ 


Retained Oil Payment as Justifying Depletion 
On Cash Consideration 

In the case of Commissioner v. Fleming ** the Circuit 
Court of Appeals, Fifth Circuit, considered the propo- 
sition just mentioned. Fleming, a lessee, conveyed 
his interest for cash and an oil payment. The Court, 
with one Judge dissenting, allowed depletion on the 
oil payment and denied it on the cash received. It said, 
“We think the Board rightly held as to the transactions here 
in question that part of the income arose from a sale of a 
capital asset and was not subject to a depletion allowance, and 
that part of it arose from the operation of the oil wells and 
was so subject.” 

The Court’s reasoning is difficult to reconcile with 
principles already announced by the Supreme Court. 
That Court has allowed depletion on cash bonuses to 
lessors and sub-lessors because of their retention of 
an economic interest in the oil in place, regardless of 
whether operation of the oil wells occurred or not. 
It has denominated an oil payment an economic inter- 
est in the oil in place. It has never stated that an eco- 
nomic interest for the life of the property must 
accompany the allowance of depletion on the cash re- 
ceived. In any event an oil payment may be, and fre- 
quently is, an interest extending for the life of the 
property. Under the rule in the Fleming case vastly 
different results might be produced through recourse 
to the “formalities of the conveyancer’s art.” Assume 


2 Palmer v. Bender, supra. 

Thomas v. Perkins, supra; see also Anderson v. Helvering, 
supra. 

22 Palmer v. Bender, supra. 

3 Thomas v. Perkins, supra; Anderson v, Helvering, supra, 

* Murphy Oil Co. v. Burnet, supra. 

2% Palmer v. Bender, supra. 

2682 F. (2d) 324, (no cert. filed). 
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for $100,000 cash and a 1/16 overriding royalty. The 
$100,000 cash is income and subject to depletion. If, 
instead of stipulating for a 1/16 overriding royalty the 
lessee stipulates for an oil payment (from 1/16 of 
the first oil and gas produced) in sucha stated amount 
that it is certain to outlive the property, then the 
$100,000 is sale price and capital gain results. 


The Board follows the rule in the Fleming case.?' 
The Circuit Court of Appeals, Ninth Circuit, has com- 
mented on the case in such language as to indicate 
that it might hold otherwise if the question were 
squarely before it.*® 

So far we have dealt only with oil payments which 
were created in connection with transfers of interests 
in oil properties. They may be created under many 
other circumstances. 


Fair Market Value as Current Income 


The Board has refused to include in current income 
the fair market value of oil payments received as con- 
sideration for drilling wells and has been affirmed in 
this position by the Circuit Court of Appeals, Fifth 
Circuit.2? However, oil payments have been valued 
for the purpose of allocating “basis” between the inter- 
est sold and the interest retained.*° Here the tax- 
payer sold a lease, together with the equipment 
thereon, for cash and an oil payment. It was held 
that the basis for the equipment sold was first to be 
recovered from the cash received. The balance of the 
cash was held to represent the selling price of the 
leasehold interest and the basis thereof was allocated 
to the interest sold and the interest retained (oil pay- 
ment) in proportion to their fair market values on 
the date of sale. 


Presence or Absence of Formal 
Words of Assignment 


In Board decisions during 1938 and 1939 the already 
complicated principles of oil payment taxation became 
further confused. Despite the previous admonition of 
the Supreme Court that the depletion allowance is “not 
restricted by the words of the statute to any 
special form of legal interest in the oil well” ** it held, 
in the case of drilling contractors, that whether or not 
the oil payment was represented by an assignment 
from the lease owner was determinative of the char- 
acter of the income when received by the drilling con- 
27 Roy H. Laird, 35 BTA 75 (five members dissenting); Mamie S. 
Hammonds, 38 BTA 4. 

2 Elbe Oil Land Development Co. v. Commissioner, 91 F. (2d) 127, 
129-130. 

29 Hdwards Drilling Co., 35 BTA 341, aff'd CCA-5, 95 F. (2d) 719; 
Cook Drilling Co., 38 BTA 291; Willis R. Dearing, 36 BTA 843, aff'd 
CCA-5, 102 F. (2d) 91. 

%® Columbia Oil and Gas Co. v. Commissioner, 118 F. (2d) 459, aff’g 
11 BTA 38. See also Roeser and Pendleton v. Commissioner, 118 F. 
(24) 462. 

t Palmer v. Bender, supra; see also Thomas v, Perkins, supra. 
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tractor and of his right to depletion thereon. In the 
Cook Drilling Company case ** the taxpayer owned oil 
payments which had been received as consideration 
for drilling wells. The Board denied depletion on the 
amounts collected on the grounds that the lease owner 
“did not execute to petitioner an assignment of an 
interest in the oil and gas in place.” ** The drilling 
contractor was permitted to deduct the cost of drilling 
as a business expense. In another case ** the oil pay- 
ment was the subject of an assignment from the lease 
owner to the drilling contractor. The Board held 
the drilling contractor to be entitled to depletion on 
the amounts collected by him, and, further, that the 
drilling costs could not be charged to expense but 
must be recovered through depletion. In the F. H. E. 
Oil Company case* both types of oil payment were 
before the Board. It held (a) that oil payments re- 
ceived for drilling, without assignment, do not entitle 
the holder to depletion, and the cost of drilling should 
be deducted as ordinary and necessary business ex- 
penses, and (b), that oil payments received for drill- 
ing, with assignment, do entitle the holder to depletion, 
and the cost of drilling is recoverable by way of deple- 
tion, not from the first amounts received from the oil 
payments. 


This view was so much out of harmony with the 
principle of “economic interest in the property” (and, 
in the meantime the Supreme Court had reiterated 
that principle,**) that in the case of T. W. Lee ** both the 
taxpayer and the Government argued that the distinc. 
tion drawn by the Board in the F. H. E. Oil Company 
case was without merit. The Board reconsidered the 
question, (overruling to that extent its decisions in 
F. H. E. Oil Company and Cook Drilling Company) and 
restated the principles in the form to which it has since 
adhered.** In the Lee case the taxpayers owned ten 
oil payments part of which had been acquired by pur- 
chase, part as payment for drilling and equipping 
wells, and part had been retained in connection with 
the sale of leases. The Board held the petitioners to 
be owners of an economic interest in the oil in place 
under each of the ten contracts, regardless of the 
presence or absence of formal words of assignment ; 
that depletion was allowable on all of the contracts; 
that depletion must be looked to for recovery of costs; 
that petitioners were not entitled to recoup cost out of 
production before being required to report any part 
of the proceeds as gross income. 





82 Supra. 

33 38 BTA at page 296. 

* Willis R. Dearing, supra. 

3°41 BTA 130. 

%6 Anderson v. Helvering, supra. 

“742 BTA 1217 (appealed by taxpayer to CCA-5, Feb. 27, 1941). 

38 See Fleming, Trustee, 43 BTA 229, aff'd CCA-5, July 8, 1941; 


F. F. Hardesty, 43 BTA 245, appealed by taxpayer to CCA-5, May 10, 
1941, 
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Deferring Profit Until Recovery of Basis 


In Burnet v. Logan*® the Supreme Court applied a 

principle which has sometimes been thought to justify 
the full recovery of the cost of oil payments before any 
profit is recognized. In that case corporate stock had 
been sold to a steel manufacturer in consideration of 
annual payments based upon iron ore received. The 
Court held that the taxpayer (a legatee) did not re- 
ceive income until the annual payments equalled the 
value of the contract as appraised for federal estate 
tax purposes, declining to base tax on the conjectural 
market value of the annual payments. It said, however, 
“The transaction was a sale of stock—not an exchange of 
property. We are not dealing with deductions from gross 
income because of depletion of mining property.” 
The Circuit Court of Appeals, Fifth Circuit, applied 
the principle to oil payments in the hands of a benefici- 
ary under a will, though refusing to apply it to oil 
royalties in the same case.*° It has since declined to 
follow its earlier decision when dealing with oil pay- 
ments acquired as consideration for drilling wells ** 
holding the cost thereof to be recoverable through 
depletion. As appears elsewhere herein the more 
recent decisions of the Board lean toward recovery 
only through depletion. 

It would seem that if an oil payment is a depletable 
interest, and the Supreme Couri has held that it is *, 
then, short of outright sale, depletion would be the 
only proper method of recovering the capital invest- 
ment therein regardless of how the oil payment was 
acquired. 


Taxing the Grantor of Oil Payments 

Taxpayers retain, purchase and otherwise acquire 
oil payments with the resultant problems treated 
above. The opposite party in every such transaction 
is the taxpayer from whom the oil payment is ac- 
quired and he has his own problems. 

Oil payments and similar interests have changed 
hands in a variety of transactions as a result of which 
taxpayers have claimed depletion on the cash received 
as representing “gross income from the property.” If 
the lease bonus received by a lessor or sublessor is 
excepted it appears to be settled law that 


“The words ‘gross income from the property,’ as used in the 
statute governing the allowance for depletion, mean gross 
income received from the operation of the oil and gas wells 
by one who has a capital investment therein,—not income 
from the sale of the oil and gas properties themselves.” * 


Accordingly it has been held that where a taxpayer- 
corporation, a lessee, received $154,000 cash and 
granted oil payments of $359,333.34 against properties 


39 283 U. S. 404, 51 S. Ct. 550, (1931). 

4 Commissioner v. Laird, 91 F. (2d) 498, (1937). 

41 Dearing v. Commissioner, 102 F. (2d) 91; William Fleming, 
Trustee, CCA-5, July 18, 1941. 

42 Palmer v. Bender, supra. 

43 Helvering v. Elbe Oil Land Development Co., supra; see also 
Darby-Lynde Co. v. Alexander, 51 F. (2d) 56, CCA-10. 
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owned by it the transaction was not a loan but a sale 
by it of oil in place and the taxpayer was required to 
compute its gain as the difference between $154,000 
and the amount of the cost basis allocable to the oil 
required to discharge the oil payments. Depletion 
was denied on the $154,000 consideration. The funds 
so received were used to purchase property, drill wells 
and pay debts.** It is difficult to see how the lessee- 
vendor here had a retained economic interest in the oil 
in place any less fundamental than that of a lessor or 
sublessor, or how the amount received was any less 
the anticipation of future income than is the cash 
bonus received by a lessor. This comment is made, 
not to question the reasoning in the Ortiz decision, but 
to emphasize the difficulties encountered when we 
have a rule to the effect that depletion may occur 
without severance of the deposit. 

A distinction is apparently to be drawn, however, if 
the cash received for the oil payment is used to drill 
the well or wells against which the oil payment is 
granted. A line of cases has dealt with taxpayers who 
sold interests in wells for cash. The interests vari- 
ously resembled overriding royalties, working inter- 
ests and oil payments. It has been held,*® 


1. That where sales were made respecting completed wells 
the proceeds realized were income (probably meaning “sale 
price’). 

2. Where taxpayer failed to show state of drilling opera- 
tions at time of sale, or that sales were made to procure funds 
for drilling a particular well, or that funds were intended or 
required to be used or were actually used in drilling the well 
against which the certificates of interest were sold, the pro- 
ceeds were income. 

3. Where taxpayer agreed to use funds for drilling and to 
furnish proof of such use, and well costs exceeded the amount 
received, the proceeds were not income. 

4. The amounts which were income were not “gross income 
from the property” for depletion purposes. 


This treatment is based upon the theory that the 
purchaser of the interest in the property is making an 
investment directly in the deposit and that the seller 
has agreed to accept a lesser share of the fruits of pro- 
duction in exchange for being relieved of the cost of 
development. The reasoning is summarized in a re- 
cent General Counsel’s Memorandum.** 


“If ... the mere stipulation for oil payments to a person 
having an investment or capital interest in oil properties 
amounts, in effect, to a retention of a depletable economic 
interest in oil in place to the extent of such oil payments, then 
it would seem to follow that an agreement entitling one 
making an investment (thereby acquiring a capital interest) 
in such properties to such payments would give him a corre- 
sponding depletable economic interest. The point assumes 
importance in view of the many contracts entered into by 
owners of lessee interests with well drillers to drill wells, 
equipment dealers to furnish equipment, and investors to 
furnish money for use in developing the leased property in 





44 Ortiz Oil Co. v. Commissioner, 102 F. (2d) 508, CCA-5; cert. den. 
308 U. S. 566; see also Majestic Oil Corp., 42 BTA 659. 

** Rawco, Incorporated, Ltd., 37 BTA 128; see also Trans California 
Oil Co., Ltd., 37 BTA 119; Rogan v. Blue Ridge Oil Co., Ltd., 83 F. 
(2d) 420, CCA-9; Thompson v. Commissioner, 28 F. (2d) 247, CCA-3; 
U. S. v. Knox-Powell-Stockton Co., Inc., Ltd., 83 F. (2d) 423, CCA-9. 

46 GCM 22730, supra. 
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return for agreements to make stated payments out of a 
share of the oil. By such arrangements, a lessee commonly 
lessens his own investment and the risks and burdens attend- 
ing development by agreements to share the investment obli- 
gation and the proceeds of production. The lessee or assignee, 
like the lessor or assignor who retained a share interest in 
production having a value equivalent to that of the lessor’s 
prior interest but passed on to the lessee the investment obli- 
gations and risks that attend development for a share in 
production, has parted with no capital interest but has merely 
in turn given another a right to share in production in con- 
sideration of an investment made by such other person. If 
the driller or equipment dealer is making an investment by 
which he acquires an economic interest in oil and gas in 
place, expenditures made by him represent capital expendi- 
tures returnable tax-free through the depletion allowance 
rather than by way of expense deduction, and the oil payment 
rights acquired do not represent payment in property for 
services rendered or supplies furnished. Similarly, one who, 
in return for an oil payment right, furnishes money which the 
lessee is pledged to use in developing the property, would 
be regarded as making an investment representing an addition 
to the reservoir of capital investments in oil and gas in place 
(as distinguished from the purchase of an oil payment right 
from the lessee wherein there is no such pledge to invest the 
proceeds in development and the buyer’s capital investment 
would replace the lessee’s capital investment allocable to the 
interest sold). Such a transaction, involving a pledge to use 
the money furnished in developing the property, is distin- 
guishable from a sale the proceeds of which are unqualifiedly 
received by the seller. This view seems to accord with the 
realities of such transactions. In none of such cases has the 
lessee parted with a capital asset, and the investments involved 
are not his investments.” 


In the example given F paid D $15,000 cash for a 
$25,000 oil payment from %. D covenanted to use the 
$15,000 cash in developing the property against which 
the oil payment was given. It is held that F acquired 
a depletable interest and his position would have been 
the same had D not been pledged to expend the 
$15,000 for development. In the latter case, however, 
the transaction would have been a sale of an oil pay- 
ment interest by D and he would have been required 
to allocate thereto a part of his basis and compute 
gain or loss. 

In the same vein taxpayers, lease owners, gave oil 
payments for wells having a fair market value of 
$11,000 each when completed. The transaction was 
held not to be a sale of an interest in the oil in place 
and no taxable gain or income was derived.*” 


Property for Property of Like Kind 


An exchange of working interests for working in- 
terests has been held to be an exchange of “property 
for property of like kind” ** but where two individuals 
exchanged a working interest (reserving an oil pay- 
ment) for two oil payments from other leases the 
transaction is taxable, though no gain was held to 
result until the basis of the working interest exchanged 
had been recovered through liquidation of the oil pay- 
ments reserved.4® This decision appears out of har- 
mony with the rule that an oil payment is an economic 





% BL. C. Laster, 43 BTA 159, and see Sol. Memo, 3322, IV-1 CB 112. 
48 B.C. Laster, supra. 
49 Kay Kimbell, 41 BTA 940. 
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interest in the property and its basis is recoverable 
only through depletion. In the same case the ex- 
change of an oil payment for a working interest is held 
to be taxable and the gain is computed at once by 
assigning a fair market value to the working interest 
received. The Board justifies the two methods of 
treatment by saying that the oil payments are “con- 
tingent” and that there was “nothing contingent” 
about the working interest. To one acquainted with 
the oil industry this distinction is a little difficult to 
perceive. 


Where a taxpayer owned an oil payment from 4/8 
and exchanged it for an overriding royalty in the same 
property payable from 5/32 until an amount equal 
to the oil payment had been received, with a permanent 
1/4 overriding royalty thereafter, the exchange was 
held not to be property for property of like kind.*° 


Oil Payments as Compensation 


There does not appear to have been a direct ruling 
on another common transaction involving oil pay- 
ments. They are sometimes given as compensation 
for services performed by attorneys, geologists, etc. 
In such cases the holder has no cost outlay unless out- 
of-pocket expenses were a feature of the employment. 
The “investment” in the oil in place, often referred to 
as a prerequisite to depletion allowance, is not synony- 
mous with “basis” and is probably present here. From 
the existing cases it is a fair assumption that the holder 
of an oil payment, obtained for services, would not be 
held to derive income to the extent of the fair market 
value of the oil payment, when received, and would 
be entitled to depletion as the payment was liquidated. 
Any out-of-pocket expenses or other costs would prob- 
ably be recoverable only through depletion. This con- 
clusion might be upset in whole or in part if the 
services were not performed in connection with the 
property from which the oil payment is to be received. 
(Lack of contribution to the “reservoir of capital” and 
thus no depletable interest in the particular property 
from which the income is derived.) 


What Is “The Property?” 


The owner of a working or other interest in oil land 
may acquire an oil payment against the same tract. 
For the purposes of the depletion computation are 
there two “properties” or one? The Commissioner’s 
regulations say,” 

“The taxpayer’s interest in each separate mineral property 
is a separate ‘property’; but, where two or more mineral prop- 
erties are included in a single tract or parcel of land, the tax- 
payer’s interest in such mineral properties may be considered 


to be a single ‘property,’ provided such treatment is consist- 
ently followed.” 





5 Midfield Oil Co., 39 BTA 1154. See also Kate J. Crichton, 42 
BTA 492. 


51 Regulations 103, Section 19.23 (m)-1 (i). 
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In a recent General Counsel’s Memorandum * (giving 
examples relating to mines) it is held, 


“The term ‘property,’ means each separate interest 
owned by the taxpayer in each separate tract or parcel of 
land, whether separated geographically or by conveyancing. 
If a taxpayer holds several different interests in the same 
tract, each interest is a separate property.” 


In the Jewell Mining Company case ** the Board ex- 
hibits a disinclination to go all the way with princi- 
ples announced in the GCM. The facts before the 
3oard were on all fours with those stated in the first 
example given in the GCM except that in the GCM 
the taxpayer was lessor instead of sublessor. The 
Soard held that the lessee of a mining property who 
subleased a portion of the tract and subsequently 
combined the royalties therefrom with the income 
from the portion of the tract retained and operated by 


it had a single property and had satisfied the regulations. 


“The mineral interests operated by the sublessee and the 
petitioner are ‘included in a single tract or parcel of land’; 
and the petitioner has shown consistent practice in treating 
these interests as one.” ™ 


Allocation of Basis in Mixed Transactions 

Another recent General Counsel’s Memorandum *” 
deals with oil payment problems in accordance with 
what may be read directly from, or what has been 
inferred from, the case of Anderson v. Helvering, supra. 
In the most comprehensive example given the tax- 
payer drills and equips a well at a cost of $40,000, re- 
ceiving $20,000 cash, a fraction of the working interest 
having a fair market value of $10,000, and an oil pay- 
ment with a fair market value of $10,000. The $40,000 
cost is allocated to the three types of consideration in 
proportion to their values. The one-half allocated to 
the cash received is held to be deductible as a business 
expense. The one-quarter allocated to the oil pay- 
ment is held to be the cost thereof, returnable only 
through depletion. The one-quarter allocated to the 
working interest is to be further allocated between the 
depletable and depreciable interests received. This is 
done by consulting the cost of the well. If 4% of the 
$40,000 cost was by way of expenditures for equipment 
and % for drilling, the part of the $40,000 cost first 
allocated to the working interest would be further 
allocated to depreciable and depletable investment 
Y%and %. In holding that the oil payment and work- 


ing interest are separate properties the GCM says, 

“Here not only are the oil payment right and the lease interest 
depletable interests in the property, but they are dissimilar 
and adverse interests. An oil payment right burdens the 
working interest out of which it is carved and expires when 
it yields the stated amount of oil or oil proceeds. The lease 
interest does not expire until the termination of the lease itself. 





52 GCM 22106; 1941-9-10618. 

°3 43 BTA 1123 (March 25, 1941). 

5 Other cases dealing with this general question are J. T. Sneed, 
Jr., 40 BTA 1136 (on appeal CCA-5); Allie M. Turbeville, 31 BTA 
283; Vinton Petroleum Co. of Texas, 28 BTA 549, aff’d 71 F. (2d) 
420, cert. den. 293 U. S. 601, 55 S. Ct. 118; Mascot Oil Co., 29 BTA 
652; Badger Oil Company, 42 BTA 521, aff'd 118 F. (2d) 791, CCA-S. 

55 GCM 22332; 1941-5-10577. 
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This office, therefore, is of the opinion that the oil payment 
right and the interest in the lease are separate properties.” 


The examples given in this GCM are based on “fair 
market value at the time of the contract.” The fair 
market value of an oil payment or a working interest 
will invariably be greater or less after a well is com- 
pleted than at the time the contract for drilling is 
made. A more logical moment of valuation would be 
after the well is completed and the drilling contractor 
has some idea of what he is going to get. With per- 
centage depletion, however, the method stated by the 
GCM will usually prove of greater benefit to the taxpayer. 


Miscellaneous Oil Payment Questions 


Where two individuals in 1931 transferred leases 
to a wholly owned corporation and reserved oil pay- 
ments beginning after January 1, 1934, and later ex- 
tended the inception date to September 16, 1936, it 
was held that they were not in receipt of income there- 
from in 1934 and 1935 and the corporation correctly 
included the amount in its income.”® 

Two corporations were owned by a single stock- 
holder. “A” corporation held oil payments from leases 
owned by “B” corporation, and transferred them to 
“B” corporation without consideration. It was held 
that the fair market value of the oil payments on the 
date of transfer did not constitute gross income 
allocable to the transferor under the authority granted 
the Commissioner to make allocation if necessary 
clearly to reflect the income (Section 55, 1936 Act, 
Section 45 IRC). 


Economic Interest v. Economic Advantage 


We have seen how depletion has been allowed on 
cash lease bonuses received by landowners, the prin- 
ciple being that because of a retained economic interest 
in the oil in place (royalty) the bonus represents 
income. We have observed, too, that an oil payment 
has been characterized as an economic interest in the 
oil in place. But the Fifth Circuit and the Board, at 
least, have refused depletion on a cash consideration 
when an oil payment is retained, and upon a cash 
consideration received for an oil payment when the 
grantor retained a working interest. In these situa- 
tions a course of reasoning applied by the Supreme 
Court to one set of facts has been limited by the lower 
courts to those particular facts. The Supreme Court 
applied the rule to taxpayers retaining royalties and 
overriding royalties as their “economic interests.” In 
lower court cases no other economic interest is held to 
satisfy the requirements. This is not the only in- 
stance in which a principle has failed to carry through 
to its logical conclusion. 

In determining the nature of income and the right 
to depletion the Supreme Court has declined in some 


88 Kay Kimbell, supra. 
57 BE, C. Laster, supra, 
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cases to be influenced by “the formalities of the con- 
veyancer’s art.” °* Before we leave the subject of oil 
payments we should consider another type of interest 
in oil properties, having many of the characteristics of 
oil payments, in which the conveyancer’s art seems to 
have had its effect. 


In Helvering v. Elbe Oil Land Development Com- 
pany *° the facts might be stated, for our purposes here, 
as these: Taxpayer conveyed interests in producing oil 
and gas properties to the Honolulu Company for 
$2,000,000 cash and % of the net profits after the pur- 
chasing corporation had recovered from the operation 
of the properties its investment therein. The con- 
tract provided, 

“Anything in this agreement contained to the contrary not- 
withstanding, it is the intention of the parties to this agree- 
ment that the full ownership, possession and control of the 
properties . . . shall be vested in Honolulu. . . .” 

In denying depletion on the cash consideration re- 
ceived the Court said, 

“We agree with the conclusion of the Board of Tax Appeals 
that the contract between the respondent and the Honolulu 
Company provided for an absolute sale of all the properties in 
question, including all the oil and gas in place, and that 
respondent did not retain any interest or investment therein. 
The aggregate sum of $2,000,000 was paid as an agreed pur- 
chase price to which was to be added the one-third of the net 
profits payable on the conditions specified. We are unable 
to conclude that the provision for this additional payment 
qualified in any way the effect of the transaction as an abso- 
lute sale or was other than a personal covenant of the Hono- 
lulu Company. . . . We conclude that, as respondent disposed 
of the properties, retaining no investment therein, it was not 
entitled to make the deduction claimed for depletion.” 

The Circuit Court of Appeals, Ninth Circuit, had 
thought the seller reserved an economic interest in the 
property and was entitled to depletion on the cash 
received.© 

In Helvering v. O’Donnell® an owner of shares of 
stock in a corporation owning oil and gas wells who 
sells the stock to another corporation which agrees to 
acquire the properties and pay him one-third of the 
net profits from their development and operation was 
held to have no depletable interest in the oil and gas 
in place. 

“The agreement to pay respondent one-third of the net profits 
. Was a personal covenant and did not purport to grant 

an interest in the properties themselves respondent 

bargained for an economic advantage but that 

did not constitute a depletable interest in the oil and gas in 

place.” * 

And in the case of Marrs McLean ® it was held that 
contracts purporting to sell and assign the entire in- 
terest of the taxpayers in certain oil and gas leases 
in consideration of cash and a percentage of the net 





388 Anderson v. Helvering, supra; Palmer v. Bender, supra. 

58° Supra. 

© Elbe Oil Land Development Co. v. Commissioner, supra. 

& Supra. 

& Another case dealing with economic interest v. economic ad- 
vantage is Helvering v. Bankline Oil Company, supra. 

63 41 BTA 565, aff'd on another point CCA-5, June, 1941. 
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profits from the operation of the leases resulted in 
sales and did not retain for the taxpayers an economic 
interest in the oil in place which would entitle them 
to depletion ; but a contract purporting to assign only 
three-fourths of the taxpayers’ interest in oil and gas 
leases and requiring the assignee to operate the entire 
properties and pay to the assignors one-fourth of the 
net profits from operations, left the assignors with an 
economic interest in the oil and gas in place so that 
they are entitled to deductions for depletion. Unless 
“the formalities of the conveyancer’s art” still carry 
much weight, here is a distinction without a difference. 


Summary 


In view of the judicial history of the taxation of oil 
payments there is little that may be safely accepted 
as settled law in regard to them. Following, however, 
is an attempt to summarize present judicial opinion 
on a few key points. No effort is made here to indi- 
cate any degree of conclusiveness for the propositions 
stated, reference being made to the text for that pur- 
pose. With these ruinous limitations then, 

1. An oil payment is an economic interest in the 
property; gross amounts received on account of the 
liquidation thereof are income entitled to statutory 
depletion deductions. 

2. Amounts invested in oil payments are recover- 
able only through depletion; the inception of income 
may not be deferred until recovery of the investment. 

3. An oil payment is not such an economic interest 
in the property as to support a depletion deduction on 
a lump sum cash payment received in the same 
transaction. 

4. To receive treatment as an oil payment the obli- 
gation must be fixed in amount (dollars or barrels of 
oil) and must contain no covenant for payment otherwise. 

5. Sums applied from production toward liquida- 
tion of an oil payment are not income to the working 
interest from which the oil payment is carved. 

6. No importance is to be attached to the type of 
conveyance, or to the presence or absence of formal 
words of assignment, or to the fact that the payments 
are to be made in cash and not directly in oil, or that 
the payments do or do not draw interest, or that a 
lien is reserved if it is a lien only upon the oil and 
gas production. 

7. The fair market value of oil payments is not in- 
come prior to liquidation through production; but oil 
payments will be valued for the purpose of allocating 
basis in mixed transactions. 

8. The exchange of an oil payment for cash or other 
consideration is a conveyance of the oil and gas in 
place resulting in capital gain or loss, except where 
the transaction represents an investment by another 
directly in the deposit (the “reservoir of capital”), 













































































































































































































































































































































































































































































































































































































































T THE request of the House subcommittee of the 
Committee on Ways and Means, the Joint Com- 
mittee on Internal Revenue Taxation computed 

the amount of tax that would be due from about twenty 

of the larger chains under the proposed measure. (Table 

8.) If the full amount of the tax were imposed, the total 

tax on the Great Atlantic and Pacific Tea Company 

would be $523,000,000, which was $514,500,000 more 
than their net income for 1938. The tax on Safeway 

Stores would be $54,000,000 more than their net in- 

come for the same year. Of these twenty chains the 

tax would be less than 1938 net income for only five 
companies (Montgomery Ward, Sears Roebuck, 

Kress, McCrory and G. C. Murphy). The smallest 

tax was 34.51 per cent for Murphy’s. 


Table 8 


Twenty Chain Stores * 


Amount 
Total State Due 
Num- Num- Net Income Chain Store under 


ber ber 1938 Taxes Paid Patman 
Chain States Stores (Moody’s) 1938 Bill 

<= 2 wr ....40 13,300 $9,119,114 $734,814.50 $523,620,000 
Safeway . ..22 2,873 4,206,781 176,404 58,597,000 
Kroger 19 4,022 3,741,569 275,182 72,437,500 
First National 7 2,350 2,705,191 eee 14,983,500 
American Stores 8 2,416 57,627 26,637 17,652,000 
Grand Union a 585 ye 2,253,000 
National Tea devas 1,103 —982,313 é 4 5,631,000 
Montgomery Ward . . 46 575 19,644,956 20,525 16,813,000 
Sears Roebuck 45 496 30,828,248 11,689 12,910,500 
7, 1,539 13,739,160 149,177 63,816,000 
F. W. Woolworth....48 1,864 28,584,944 58,542 79,416,000 
W. T. Grant ee 489 2,766,424 5,762.50 10,662,800 
J. J. Newberry 43 475 1,792,741 : ee 11,524,000 
S. H. Kress beta a 239 3,668,216 2,578,100 
McCrory’'s Sate 200 1,765,063 1,637,500 
McLellan’s 30 236 860,788 .. 2,613,000 
Gc. C. Murphy........%3 201 2,489,867 2,160 859,300 
Walgreen reer 508 2,067,846 15,076 11,044,500 
Melville Shoe noe 663 1,484,061 16,412 18,140,000 
John R,. Thompson 

Restaurants .... 19 112 —243,076 506 492,100 





*See text. 76th Congress, Third Session, Hearings before the 
Committee on Ways and Means on H. R. 1, Excise Tax on Retail 
Stores, 1:153-161. 


Therefore, as stated by Mr. Stam, Chief of Staff 
of the Joint Committee on Internal Revenue Taxation, 


The data submitted forces one to the conclusion that such 
a tax would impose a death sentence upon chain stores and 
therefore would not be productive of any substantial revenue 
to the Federal Government after the tax became fully operative.” 


As stated above, the subcommittee vote was against 
reporting the measure to the Committee on Ways 
and Means. To date, Congressman Patman has not 
reintroduced this bill during the present session of 
Congress nor has he introduced a less drastic measure, 
as was thought likely. 





+ Concluded from the October issue. 
t Professor of Economics, University of Minnesota, Minneapolis. 
23 76th Congress, 3rd Session, Hearings on H. R. 1, 1:149. 
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Effect of Chain Store Taxes 


So many factors enter into the increase and de- 
crease of retail trade that it is impossible to discover 
just what the effect of anti-chain taxes has been. In 
fact, Willard Thorpe commented in 1937, after a study 
of such taxes: 


In general one is impressed by the absence of correlation 
between taxes and trends.” 


The United States Department of Commerce sta- 
tistics show that the chains increased their percentage 
of total volume of business more than the independ- 
ents between 1929 and 1933, that the chains in 1929 
did 20 per cent of the business and in 1933, 25 per cent. 
According to this Department: 


The higher ratio of chain sales as a whole does not mean 
that the chains in all kinds of business have weathered four 
years of depression better than the independents. Much of 
the cause... is relatively smaller decline in sales of those kinds 
of business in which chains prefer to operate—food, variety, 
drugs, and filling stations.™ 


This ratio of total volume was not maintained be- 
tween 1933 and 1935; sales by chains were 22.8 per 
cent of the total. In all but four states (Colorado,* 
District of Columbia, Maine,* and Vermont) the chains 
did a smaller percentage of the total volume in 1935 
than in 1933; but this percentage was greater than in 
1929 in all states except Idaho and Montana. There 
were twelve states * in which the chain sales ratio was 
higher than the national average in 1935, of which 
two, Indiana and Michigan, imposed anti-chain store 
taxes. Of the eleven states with the lowest ratios, 
two had anti-chain store taxes.” 

The number of stores operated by chains in 1935 
was 127,482, which was 20,555 less than in 1929 and 
14,121 less than in 1933. The number of independent 
stores decreased from 1,375,509 in 1929 to 1,349,337 
and increased to 1,474,149 in 1935. The volume of 
business of the independents increased 36 per cent 
between 1933 and 1935 with 9 per cent more stores, 
while the chains increased their sales by 19 per cent 
with 10 per cent fewer stores. 

The United States census has not published com- 
parable data for the year 1937 but in 1939 made 
a sampling survey of the trend of chain business 





22W. L. Thorpe, ‘‘Effect of the Chain Store Tax,’’ Dun’s Review, 
August, 1937. 

*U. S. Department of Commerce, Bureau of the Census, Census 
of Business, 1933, Vol. VI. 

23 California, Connecticut, Illinois, Indiana,* Massachusetts, Michi- 
gan,* New Jersey, New York, Ohio, Pennsylvania, Rhode Island, and 
the District of Columbia. 

26 Mississippi, Arkansas. 

* States with chain taxes. 
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between 1935 and 1937.27 
Data were secured from 
815 chains with 53,000 units 
and from 80,664 independ- 


ents. Kind of Business Group 
In 1935 these chains Sas oe en oe eee ee 


Food Stores.... 
made total sales of 


$3,819,396,000; in 1937, 
$4,391,323,000, an increase 
of 15 per cent. In the first 
half of 1938 their sales 
dropped 6.4 per cent in 
comparison with a similar 
period in 1937. The inde- 
pendent store sales increased 22.8 per cent between 
1935-1937 and lost 9 per cent in the first half of 1938 
as compared with the first half of 1937. (Table 9.) 

The number of units did not vary greatly between 
1935 and 1937, but there was a notable change in 
location and size of units, “with a conscious effort 
to close small or unprofitable stores and open larger 
ones in more favorable locations.” ‘This trend was 
important in the food business where the super market 
replaced several smaller units. The average per unit 
sales of the 158 grocery chain organizations increased 
from $52,800 in 1935 to $57,800 in 1937. 

Other chains that decreased the number of their 
units between 1935 and 1937 were those selling lumber 
and building materials, tobacco, farm and garden 
supplies, and jewelry. 

More units were operated in 1937 than in 1935 by 
chains selling shoes, candy, auto supplies, drugs, hay, 
feed and grain and the variety and department store 
chains. 

The total payroll of all the 815 units surveyed in- 
creased 22 per cent between 1935 and 1937. Payrolls 
for all stores, chains and independents, increased 24.6 
for the same period.”® 

The United States census of retail trade, 1939, shows 
that there were fewer chain stores and more indepen- 
dent stores in 1939 than in 1935. In fact, the inde- 


27 A survey audited by the firm of Peat, Marwick, Mitchell & Com- 
pany was the basis for an estimate that, in 1937, there were 6,261 
chains operating 129,800 stores. Total sales were $8,595,000,000, rep- 
resenting about 21.5 per cent of all retail sales. (76th Congress, 
Third Session, Hearings before the Sub-committee on H. R, 1, 1:652.) 

° U. §. Statistical Abstract, 1939. 


Apparel Group... ......5....... 
Automotive Group ............. 
Furniture Household Group ... 


Drug Stores . 
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General Stores with Food....... 
General Merchandise Groups .......... 


Lumber, Building and Hardware 
Eating and Drinking Places .... 


Other Retail Stores............. 






Table 9 
Retail Trade * 


Percentage of Increase or Decrease in Sales 


First half 1937 to 


1935 to 1937 First half 1938 














Inde- Chain Inde- Chain 

Total pendents Units Total pendents Units 

20.6 22.8 17.1 —13.0 —15.2 — 9.0 

eee is7 14.1 13.3 Sars — 6.4 — 3.1 
Seis 13.9 as ere —11.2 oF Re: 
17.4 17.1 17.6 —10.3 —10.9 — 9.8 

mene cai 17.3 17.0 17.8 —12.5 —11.8 —13.8 
shecinse teats 33.0 34.4 24.9 —30.4 —33.1 —11.0 
dnce bears 35.8 36.1 31.8 —23.4 —22.9 —28.8 
eeceene 3d 38.2 34.6 —15.2 —16.1 — 9.6 
5 wieseuett 26.9 28.1 17.4 — 7.3 — 7.1 — 8.5 
eaeevar 14.4 19,2 8.2 — 5.5 — 3.8 — 7.8 
aera 23.1 22.5 26.3 —14.7 —13.7 —19.4 


* U. 8. Statistical Abstract, 1939, p. 846. (For identical stores by sampling.) 


pendents outnumbered the chains thirteen to one. 
Even when the sales of other types of stores such as 
farmers’ codperatives, utility-operated and company 
stores are subtracted from independent sales, the 
amount of independent sales was 74.7% of total retail 
trade as compared with 73.3% for 1935 and 77.6% for 
1929. If chain sales are compared with sales of all 
other types, the percentages are 20 for 1929, 25.2 for 
1933, 22.8 for 1935 and 21.7 for 1939. 

In 1939, 6,218,890 persons were engaged in retail 
trade, of whom the chains employed 794,965 for full 
time and 323,409 for part time, a total of 1,121,476. 
Independent stores employed 4,925,384 persons of 
whom 1,602,937 were proprietors of unincorporated 
stores, 2,803,145 were full time employees and 519,302 
were part time employees. Other types of operation, 
such as utility-operated stores, codperatives, and di- 
rect-selling, employed 159,396 in addition to 7,634 pro- 
prietors. The comparative payrolls for 1929, 1935, 
and 1939 as computed by the U. S. Census are shown 
in Table 10. 


Table 10 
Comparative Payrolls 
1929 1935 1939 


Total—All Types $5,189,670,000 $3,623,289,000 $4,529,499,000 


eee 1,149,018,000 910,569,000  1,090,106,000 
Independents .. 3,892,687,000 2,558,615,000 3,259,854,000 
Oimers ........ 147,965,000 154,105,000 179,539,000 


If the sales of chains and other types of stores for 
1939 are analyzed according to the type of business, it 
is noticed that sales by independent grocery and com- 


Table 11. 
Stores, Sales, Personnel and Pay Rolls, 1939’ 
Active Number of 
Sales Percent of proprietors Employees* Pay Roll* 
Total Sales of unincor- (av. for year) (add 000) 
Type of Operation Number porated 
of stores (add 000) 1939 1935 1929 businesses Total Part-time Total Part-time 

Total—all types...... 1,770,355 $42,041,790 100.0 100.0 100.0 1,613,673 4,600,217 869,285 $4,529,499 $318,731 
Independents eet: 31,409,859 74.7 73.3 77.6 1,602.937 3,322,447 519,302 3,259,854 197,388 
I ys Bie ha ole reseves oe ert ovine ‘ 123,195 9,105,825 21.7 23.3 20.3 3,102 1,118,374 323,409 1,090,106 108,937 
Other types. ............... : 22,495 1,526,106 3.6 3.4 2.1 7,634 159,396 26,574 179,539 12,406 





116th Census of the United States, 1940, Census of Business, Retail Trade: 1939, Types of Operation, p. 5. 
* Employees and pay roll include paid executives of corporations but not the number and compensation of proprietors of unincorporated 


businesses. 
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bination (grocery-meat) sales were a greater percent- 
age of the total than in 1935. The proportion increased 
from 61.3% to 67% for grocery stores and from 60.7% 
to 61.3% for combination stores. Independently op- 
erated filling stations also increased their proportion 
of total sales from 66% in 1929 to 77% in 1935 and 
1939. As pointed out by the U. S. Census of Retail 
Trade, this increase is due in large part to the change 
in practice by large oil companies. Stations are leased 
to operators much more commonly than in 1929. Pro- 
portion of total sales made by chains were increased 
from 1935 to 1939 in the following kinds of business: 
confectionery, department stores, variety stores, men’s 
and boys’ clothing, women’s ready-to-wear and furni- 
ture. The highest proportion of sales, 86.8%, was by 
variety chains. The shoe chains were next highest, 
49.7%, but in no business other than the variety did 
the ratio exceed 50%. Chain accessory tire and bat- 
tery dealers did 45.1% of total business. 

The Census of Retail Trade for 1940 also analyzed 
chain sales according to geographical divisions. The 
proportion of total sales of chains was lowest (17.6%) 
in the East South Central states (Alabama, Kentucky, 
Tennessee, and Mississippi) and highest (25.6%) in 
East North Central Division (Ohio, Indiana, Illinois, 
Michigan and Wisconsin). The corresponding per- 
centages by the chains in other divisions were as 
follows: the West South Central (Arkansas, Louisi- 
ana, Oklahoma, and Texas) 19.9%; New England, 
24.1% ; Mountain, 19.7% ; Pacific, 25.7% ; West North 
Central, 20% ; Middle Atlantic (New York, New Jer- 
sey, and Pennsylvania), 25.5% ; South Atlantic (Dela- 
ware, D. C., Florida, Georgia, Maryland, North 
Carolina, South Carolina, West Virginia and Vir- 
ginia) 21.5%. 

The amount of tax paid by twenty large chains in 
1938 is shown in Table 8, supra. These figures and the 
table showing total collections from the tax in each state 
indicate that the total burden is not heavy for most 
chains. Nevertheless, until it was invalidated, the 
Pennsylvania tax hit American Stores heavily in 1937, 
to the extent of almost half the profits. 

If the plan of Kentucky, Louisiana, Mississippi, and 
South Dakota for basing the tax on the number of 
units in the entire United States is widely followed, 
the tax burden will become more serious. Even more 
serious would be federal taxation such as that favored 
by Mr. Patman. 

In general, it can be said that the state taxes on 
small chains, those with less than 100 stores, are 
usually low. Larger chains are burdened with heavy 
taxes in Colorado, Kentucky, Louisiana, Michigan 
and Texas. 

Although the tax burden has not yet assumed 
alarming proportions, the chains seem to have taken 
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steps to meet the present situation as well as to pre 
pare for the future possibility of heavier tax bills. 

One step already taken in some cases is the reduc- 
tion of number of stores, as mentioned above. That 
this reduction is not due to the chain store tax alone 
is shown in a study made by Dun’s Review in 1939. 
This study covered fifteen of the largest chains and 
compared their operations in twenty-four states that 
have imposed anti-chain taxes with their operations 
in tax-free states for 1936, 1937, and 1938. 

The food chains studied were American, Kroger, 
National Tea, and Safeway. The Melville Company 
represented the shoe chains. For chains operating 
limited variety stores the following were selected: 
McClellan, G. C. Murphy, Neisner Brothers, M. H. 
Fishman, F. W. Woolworth, W. T. Grant and S. H. 
Kress; for dry goods and department stores, Butler 
Brothers and J. C. Penney, and for drugs, the Wal- 
green Company. Inasmuch as data for J. C. Penney 
were available for only two years, the total store data 
were limited to fourteen chains. 

In states with chain taxes the number of stores 
varied from 8,045 in 1936 to 7,759 in 1937 and 7,416 
in 1938. In tax-free states the numbers were 7,713. 
7,673 and 7,447 for the years 1936, 1937 and 1938 
respectively.”® 

At the time this study was made comparable data 
were not available for A. & P., the largest chain. 
Although the number of stores cannot be classified 
according to tax and tax-free states, it is perhaps sig- 
nificant that the total number of stores decreased from 
a peak of 15,737 in 1931 to 13,300 in 1938. 

It should, of course, be stated that this decrease in 
number of outlets doubtless is partly due to a general 
scrutiny of all stores to eliminate those not making 
sufficient profits. The trend toward lower net profits 
is shown in the record of A.& P. The greatest amount 
earned since 1930 was in 1931 (2.95 per cent of sales). 
They reached a low of 1.8 per cent in 1938 but in- 
creased to about 1.89 per cent in 1939.°° This tend- 
ency has, in fact, been evident for years. 
to Professor Vaile “. 





According 
opportunity for corpora- 
tions to make unusually high profits out of the chain 
grocery business had been decreasing for several years 
before the onset of the recent depression.” 3 
Reduction in number of stores is only one side of 
the picture of chain store trends. A parallel move 
is to enlarge the size of the stores and to include 
more departments, in other words, to develop “super 
markets.” The Census Survey of Business comments 
that this trend toward larger units “was accentuated 
by the effect of the chain tax laws in many states . . .”. 


2 Reinhold P. Wolff, ‘‘The Chains Adjust Themselves to State 
Taxation,’’ Dun’s Review, October, 1939, p. 22. 
*® Brief submitted by the A. & P. Company. 
Session, Hearings on H. R. 1, III :1864. 
31 76th Congress, 3rd Session, Hearings on H, R, 1, III :1662. 
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An example of this tendency is shown by the record 
of the A. & P. In 1937, this company operated 225 
super markets; in 1939, 900. Super-market sales ac- 
count for about 30-35 per cent of the total volume of 
all A. & P. stores. In 1939, American Stores operated 
80 super markets and Kroger and Safeway about 35 
each.*?, Union Premier Stores operating 26 neighbor- 
hood stores with sales of $1,600,000 in 1933, operated 
about 22 super markets with volume of $13,600,000 
in 1939. Super markets are not only opened by chains 
but are operated by independents also. In fact, they 
controlled about 37 per cent of this business in 1939, 
and, in general, these independent stores are larger 
than those of the chains. 

According to the survey of chain business by Dun’s 
Review, this trend towards large stores has intensified 
rather than curtailed price competition. 

Grocery stores are not the only ones that are ex- 
panding the number of departments in a single unit. 
Chains formerly limiting stock to tobacco products 
now sell candy, toys, novelties and books. Filling 
stations sell tires and other motor accessories. Some 
grocery super markets have added drug departments. 

A third development due to chain store taxes is the 
trend to “dealer marketing” outlets. This was notice- 
able particularly in Iowa after the passage of the 1935 
Act. The Standard Oil Company of Indiana leased 
its stations to managers who were independent deal- 
ers. This plan was soon followed by most of the 
large oil companies. Because of the keen competition 
these independents were unable to refrain from price 
wars; and as the profit margin was reduced, the 
refiners were compelled to take an interest in the 
retail end of the business. Business Week reported 
(August 12, 1939) that a “powerful move” was appar- 
ently in the making to return to direct company opera- 
tion. Another method was the “Jersey” plan by 
which refiners set the retail price at which gasoline 
was to be sold. Therefore the “independent” is still 
under the control of the wholesaler. 

Another and opposite effect of the chain store tax 
has been the organization of a number of smaller 
stores owned by independents but supplied by ware- 
houses of the chains much as in a voluntary chain. 
This has been the policy of Safeway Stores, Western 
Auto Supply and the Gamble-Skogma Company. It 
has been the policy of most companies distributing 
gasoline and oil. 

Recent court decisions indicate that such outlets 
may not be tax exempt. The Supreme Court of Col- 
orado held that the Gamble-Skogma stores must pay 
the chain store tax.*® 





32 Reinhold P. Wolff, ‘‘The Chains Adjust Themselves to State 
Taxation,’’ Dun’s Review, October, 1939, p. 24. 
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The study conducted for Dun’s Review, mentioned 
above, also hazarded some guesses as to what the 
chains had been kept from doing as a result of the 
chain tax movement. One is expansion in small 
towns. Another development that might have con- 
tinued but for the chain tax is the establishment of 
branch department stores in suburbs. 


Summary of the Arguments for and Against 
State Chain Store Taxation 


It is obvious that much of the anti-chain legislation 
has been urged as a protest against the chain store 
system of distribution. Many independent merchants, 
retailers and wholesalers feared that chains were a 
menace if not a threat to their existence. Special 
taxation on the chains would be a penalty, at least, 
even at low rates; with extremely high rates, the 
chains might be forced to raise prices so that they 
would have no advantage over the independent and, 
therefore, would be forced out of business. 

The arguments advanced against chains are many. 
They are said to be monopolistic, to use their great 
buying power to demand special discounts or to force 
producers or manufacturers to sell at low prices. It 
is claimed that they sell at such small margins that 
they force out of business the independent competitor. 
They are accused, too, of selling “loss leaders,” that 
is, offering staple nationally advertised brands at a 
loss in order to attract business. They are said to 
pay small wages to employees, to hire young men 
only, and turn them off when they reach middle age. 
From the point of view of social welfare, chain stores 
are said to be a detriment to a town because the 
managers do not feel so responsible for relief meas- 
ures, schools, the Y. M. C. A. or other character 
building agencies as do the local business men. 

There is no question but what the chain store sys- 
tem has brought new problems into our economic 
system and produced some effects that are detrimental 
to our welfare. Nevertheless, it is obvious that chain 
stores have not only reduced prices for the consumer 
but have set new standards for cleanliness of stores 
and developed new types of retail methods.24 The 
chains have worked out a shorter route between pro- 
ducer and consumer, a problem that has been recog- 
nized for years as one in need of a solution. 

There are general laws to prevent monopoly and 
most of the other abuses of which chains have been 
accused. These should be enforced whether chains 
or independents are guilty. There is, however, little 
or no evidence that chains are monopolistic rather 
than competitive. 





% Suits brought in Iowa to test whether or not bulk stations were 
taxable were won by the oil companies. 

* For an analysis of the economic and business effects of chain 
stores, see Theodore N. Beckman and Herman C, Nolen, The Chain 
Store Problem (1938). 
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As mentioned above, the United States Census data 
shows that in some lines the chains are doing a smaller 
percentage of business than they did five years ago.*° 

There have been few or no anti-trust prosecutions 
as there undoubtedly would have been if the monop- 
olistic charge could have been proved; chains do not 
seem to have been more guilty of reprehensible prac- 
tices than independents. Therefore, there does not 
seem to be sufficient reason why chains should be dis- 
criminated against by taxes or otherwise. 

One of the most forceful presentations of arguments 
for special taxation of the chains is that of Professor 
James W. Martin of the University of Kentucky, who 
spoke before the National Tax Association in Septem- 
ber, 1940, as “an advocate rather than as a proponent” 
of chain store taxation. His reasons for favoring 
such taxes were these: (1) the chains have greater 
taxable capacity than the independents, (2) the special 
tax would be some compensation for lower property 
taxes, and (3) the chains cause greater social costs 
to the community for police, old-age insurance, etc.*® 

On the basis of studies by the Harvard University 
Jureau of Business Research,*” Professor Martin 
showed not only that the single store does not have 
the possibility of such profits as the chain store, but 
that the small chain does not have the same possibil- 
ities of profits as the large chain. This seems to have 
been the justification for the validation of the very 
high taxes of the Louisiana type by the United States 
Supreme Court. 

The second point is that because of the greater 
efficiency of warehousing by the chains, more rapid 
turnover, and the consequent need for less space, real 
estate and personal property taxes are less for the 
chains than for the independents. It seems to be 
assumed also that large property owners “frequently 
enjoy a differential in the assessment ratio.” ** The 
Harvard studies show also that small chains pay a 
larger percentage of taxes, excluding real estate and 
federal income taxes, than large chains. 

Professor Martin’s argument that chains should be 
specially taxed because they probably increase the 
cost of government raises some interesting questions. 
The reasons given are: (1) that the chain method of 
merchandising leads to traffic congestion, to greater 
necessity for protection of merchandise against theft 
and burglary, and (2) that the chain policy of em- 
ploying only younger people means that there is an 





% The Comptroller of First National Stores, testifying before the 
House of Representatives’ subcommittee on the Patman chain store 
tax bill, stated that the Census figures understated the amount of 
food business as they did not include country general stores, depart- 
ment stores, private clubs, etc. Therefore, the percentage of chain 
store business was overstated. 76th Congress, 3rd Session, Hearings 
on H. R. 1, 111 :2242. 

% Proceedings of the National Tax Association, 1940, pp. 136-149. 

31 Studies Nos. 86, 87, 99, 101 and 110. 

% Indiana Department of Treasury, Tax Facts, Jan.-Feb., 1939, 
p. 11. 
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additional drain on the taxpayer for care of the aged. 
Finally, it is asserted that the unit store offers a 
sort of “cultural center” which gives to many indi- 
viduals a channel for social expression in rural com- 
munities in lieu of tax-supported recreation available 
in more favored areas. 


In reply to this point, it might easily be argued 
that the chains decrease the need for police protection. 
For example, in some cities chains have their money 
collected by armored trucks, thereby eliminating the 
opportunity of hold-ups that are very common in 
independent stores, particularly in the small grocery 
located in the owner’s house or in the basement of an 
apartment building. Many chains offer parking facil- 
ities to their patrons. This is particularly true of the 
super market. The value of the local store as a com- 
munity center might seem to have as many liabilities 
as assets so far as social welfare is concerned. 


The usual arguments against chain store taxation 
are: (1) that the fiscal results are not great and, in 
fact, are probably less than the cost of collection plus 
the cost of litigation, (2) that the chains already pay 
their fair share of taxes, and (3) that the chain stores 
are not monopolistic and are not more guilty of repre- 
hensible practices than the independents so shouid 
not be discriminated against. This point has been 
discussed at the beginning of this section. The other 
two will be briefly analyzed. 


The yield of the chain store tax for the past four 
years has been shown above (Table 7).*** It has not 
been an important item in the revenue system of any 
state. The cost of collection, and particularly the 
cost of litigation are difficult to estimate. There is 
no question, however, but what most of the tax laws 
have been contested in local and state courts and that 
many have been carried to the Supreme Court. 


More investigation needs to be made to give the 
answer as to the comparative tax burden of chains 
and independents. One study of comparative tax 
burden on chains and independents in nine western 
states published in 1939 reaches this conclusion: 

If chain stores enjoy any advantage from the application 
of personal property taxes, as commonly alleged, it appears 
from these studies that such advantage is offset by higher land 


and improvement taxes—so much so that when the three are 


lumped together on a per-unit basis, the advantage appears 
to be shifted to the independent.” 


New evidence on this point was offered by a study 
of food and drug outlets in Indiana by the University 
of Indiana School of Business. This indicated that 
chains as a whole are assessed from a property tax 





38a See page 600, October issue. 

®* Alberta Fish, ‘Comparative Chain and Independent Store Taxa- 
tion in Nine Western States.”” Bul. N. T. A., June, 1939. 

The arguments of Frederick K. Hardy that the personal property 
tax discriminated in favor of the chains (Bul. N. T. A., Dec., 1933) 


were challenged by Reavis Cox, ‘‘Inadequacies of Chain Store Taxa- 
tion,”’ (Bul. N. T. A., Feb., 1934). 
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standpoint on a basis nearer their actual valuation 
than most of the independents.*° 


Furthermore, an examination of Indiana assessor’s 
reports for 1936 by the State Tax Commission Study 
showed that many retail stores were escaping tax- 
ation altogether. In fact, approximately half of the 
retail stores listed neither merchandise, furniture nor 
fixtures. No information was offered as to whether 
those listed were chains or independents, but it might 
be asked whether the local assessor would be more 
likely to fail to list the chain store than the local 
merchant who is his neighbor. 


Sufficient data are also lacking to be able to state 
categorically that chain stores have a greater capacity 
for paying taxes than the independents. The best of 
information is from the studies of the Harvard Uni- 
versity Bureau of Business Research, cited above, and 
the Federal Trade Commission. These reports, how- 
ever, seem to be inconclusive or inadequate and leave 
room for various interpretations. 


The accompanying table (12) shows the result of a 
careful study by Beckman and Nolen. The most 
striking cost advantage for the chains seems to be 
in drug merchandising. When allowance is made 
“for the considerable quantity of direct purchases 
made by independent drugstores” the variation is 
probably not over 10 per cent. They show, however, 
that for oil filling stations the independent seems to 
be able to operate at 4.4 per cent less than the chain 
competitor.*t Independents operating variety and 
furniture stores keep their expenses within 3 per cent 
of those of the chains in the same business. 


The authors conclude that: 


Although comparative data reveal that chain stores have a 
general cost advantage, it must not be assumed that all independ- 
ent merchants find themselves 
in an inferior cost position. In 
individual cases costs may actu- 
ally be less for independent 
retailers than for their chain 
rivals.” 

Similarly, there seems to 
be inadequate data to prove 


that the larger the chain in — 
Kind of Business pense1 it? gin pense? it* 


number of stores the greater = G ocery and grocery and 


the tax-paying ability, the ae eee 
“ SN! 2 Sey icc Aaeee ar ea 
U. S. Supreme Court not- Variety ................. 
“ = : g SO ee 
withstanding. To cite Beck- Women’s ready-to-wear 
man and Nolen again: “... _—_‘Filling stations.......... 
‘ 3 ‘ I 5.5 caress oe eareo are 
increasing chain volume 


Pg | ae errr 
through the addition of re- ~ «Re 





* Indiana Department of Treas- 
ury, Tax Facts, Jan.-Feb., 1939, 
p. 11. 

“1 This may account for the trend 
away from chain operated filling 
Stations, as noted above. 

* Beckman and Nolen, Chain 
Store Problem, p. 146. 
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tail units does not necessarily result in a decrease in 
relative operating costs when all lines of trade are 
considered .. .”. It is pointed out, however, that the 
exceptions are very important. For instance the 
difference in expense between grocery and meat 
chains operating 11 to 25 stores and those operating 
1000 or more is the small percentage of 2.6, but “it 
means a difference of $1000 per store when expressed 
in dollars, and that is significant, especially when the 
ability to pay graduated license taxes is considered.” 

As to tax-paying ability according to volume of sales, 
Professor Paul Converse wrote in 1936 that the data 
“showed little or no tendency for the rate of profit to in- 
crease with the volume of sales, certainly not a strong 
enough tendency to justify a tax on sales volume.” *° 

The evidence from various studies on store profits 
indicates a great variation according to the type of 
merchandise sold and according to the year, with 
chain stores just as with other retail stores. 

If chains are not paying their due share of property 
taxes, could not the assessment procedure be cor- 
rected? If chains do make greater profits and have 
greater ability to pay taxes, this ability could be 
reached by a net income tax. Such a tax would be 
equally fair for chains and independents. The evi- 
dence is that chains really perform a public service 
and that it would be contrary to public welfare to 
tax them out of existence by discriminatory taxes. 

The Committee on Taxation of the Twentieth Cen- 
tury Fund arrived at the following conclusion: 


If equality of tax burden is the objective, a more logical 
method of achieving it would be to decide what form of busi- 
ness taxation would be fair to both types of merchandising 
organization and to impose such a tax in lieu of a personal 
property tax.“ 

43 Paul D. Converse, ‘‘Shall We Tax the Chains?’’ Bulletin of the 
National Tax Association, December, 1936. 

“Twentieth Century Fund, Facing the Tax Problem, p. 185. 


Table 12 


Expenses, Net Profits, and Gross Margins of Independent Wholesaler-Retailer Channel 
and of Chain Store Channel of Distribution * 
(Expressed as a percentage of net sales) 


Independent Channel 
Wholesalers (on 
Retailers net retail sales) 
Gross Gross Gross 
Prof- Mar- Ex- Prof- Mar- Gross Ex- Prof- Mar- 





-—Chain Store Channel— 


gin Margin pense 5 it 6 gin 
1.6 19.2 8.5 1.0 9.5 28.7 16.8 7 18.5 
2.3 35.5 10.0 2.0 12.0 47.5 26.5 4.5 31.0 
5.2 34.9 pees S eae Mets 272 7.8 35.0 
33 39.1 — “ay ere piers 29.5 4.4 33.9 
0.9 Ei ef aU a ky ee 28.8 4.87 33.6 
2.0 26.8 ee ete gions pratt 29.2 Se 
5.9 45.1 ee es on els 36.3 
32 38.8 aes i hoes A sets 30.8 


* Beckman, Theodore N. and Nolen, Herman C., The Chain Store Problem, McGraw-Hill Book 
Company, Inc., New York. Table 24, p. 145. Reproduced by permission. 

1 See Appendix E for a more detailed explanation of independent-store costs. 

2 Percentage profit taken from Dun and Bradstreet, ‘‘Retail Survey, 1936.’’ 


3 Computed from data in Census of Business: 1935, Wholesale Distribution, Vol. I, U. S. Depart- 
ment of Commerce, June, 1937. 


4 These are estimates which the authors feel represent actual profit. 
5 See Table 23. [Computed from data supplied by the Bureau of the Census.] 


® See Table 28. These profit figures are understated as federal income taxes were already deducted. 
7 Profit computed from a 26.8 per cent sample. 
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Installment Reporting of Income 


[Concluded from page 660] 


(5) A bad debt deduction may not exceed the vendor’s 
basis of the obligations for which the purchaser re- 
mains liable. 

(6) Upon repossession at a lawful auction or judicial 
sale, the fair market value is presumed to be the pur- 
chase or bid price in the absence of clear and convinc- 
ing proof to the contrary. 

(7) Repossessed property is to be carried on the 
vendor’s books at its fair market value at the time of 
repossession. 

It is possible, however, in some cases that a com- 
putation under the aforesaid regulations will amount 
to the same gain or loss as under prior regulations 
whereby the entire amount received less profit re- 
ported, less allowance for damage or use, was deemed 
taxable income upon repossession. In this connection, 
it should be observed that whereas prior regulations 
provided for an allowance for damage or use, the 
present regulations refer to the market value of the 
repossessed property. This change may affect the basis 
to be used considerably. 

It should also be noticed that these regulations ap- 
ply only if the taxpayer was reporting upon the in- 
stallment basis. In other words, if there had been a 
deferred-payment sale of real estate not on an install- 
ment plan, then retention or passing of title is im- 
portant from the repossessing vendor’s standpoint. 
Where title has passed, the repossession is treated as 
an entirely new transaction and is regarded as an 
exchange of notes for property by the original seller. 
The taxable gain or the deductible loss is the dif- 
ference between the fair market value of the property 
at the time of repossession and the basis in the hands of 
the seller of the obligations of the purchaser applied to 
repossess or bid in the property from the original buyer. 


Interest Payments 

Ordinarily, installment sales involve interest pay- 
ments, which may or may not be taxable in full as 
income, depending upon the terms of the sale. Both 
the seller and the purchaser can take advantage of the 
interest payments if the contract of sale is properly 
worded. As to the purchaser, interest payments can 
be deducted if the purchase price is payable in install- 
ments with interest on the unpaid balance. Even if 
the contract price includes interest, the deduction will 
be allowed if the amount of interest is certain under 
the terms of the contract. As to the seller, it is to his 
advantage to have the interest included in the total 
sales price if the sale of the assets represents a long- 
term sale, since in such a case only 66% or 50% of the 
interest will be taxable, while if the interest is set 


® 41-1 CCH { 421.25. 
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forth as such in the purchase price, the total interest 
is taxable. 

Since losses on sales may not be deducted over the 
period of payment, but are deductible in full in the 
year the sale is consummated, if the knowledge of a 
loss is known at the time of sale, the contract of sale 
as to interest payments can be so worded as to take 
full advantage of the capital loss without a consequent 
tax on the interest. This can be accomplished by not 
providing for interest, which would be taxable income, 
but rather by including the total amount of interest 
in the sales price. The amount of the loss is reduced 
in such a case, since the total sale price will be more, 
but in subsequent years there would be no income tax 
to pay on the interest. This is important if there are 
no gains in the year of sale to offset the loss and no 
losses are anticipated to offset future realization of 
interest income. 


Conclusion 


In conclusion, it can be stated generally that in- 
stallment reporting of income should be used only 
after the existing and future tax status of the taxpayer 
has been thoroughly analyzed. In many cases, the 
total tax will be more by reason of the duplication of 
tax on identical income. There are, however, certain 
definite advantages in reporting on the installment 
basis, but in view of the trend toward increased rates, 
the taxpayer may find that in subsequent years, the 
total tax payable is in excess of what it would have 
been had the gain been reported immediately. Thus, 
in the large transactions where the tax question is of 
vital importance, the situation must be viewed from 
all angles in determining whether it is advantageous 
to report in lower brackets on the installment plan in 
the year of sale with the threat of increased rates and 
percentages in later years, or whether to report the 
total gain immediately in the year of sale. In this 
connection, actual and anticipated losses are a major 
determining factor. 


Investments in Exchange Seats 


Exchange seats must be used, says the Board, be- 
fore exchange dues may be deducted. It says so in 
Hyman, Jr2 

Taxpayers owned seats on the Chicago Board of 
Trade, New York cotton and produce exchanges, and 
the Commodity Exchange. They did not engage in 
dealings on the exchanges but held the seats merely 
as an investment. Hence the dues were denied treat- 
ment as business expenses and deduction for them 
was denied. 

The Board indicated that the expenditures might 
increase the cost of the assets though it did not indi- 
cate its reasons for such implication. 








144 BTA —, No. 172; 413 CCH 9 7618. 











Recent Changes in 


The Soviet Tax System 


INCE 1930 the government of the Union of 
Socialist Soviet Republics began to increase the 

defense program and its self-sufficiency on a 
large scale. Even the first five-year plan (1928-32) 
was suddenly changed with a view to greater develop- 
ing defense industries and the Army and Navy 
organization. 


Communist Party Orders 


The Communist Party conventions always attached 
great importance to “adopting all measures for 
strengthening the defense capacity of the country and 
for increasing the might of the Red Army and of the 
ked Navy, on the sea and in the air,” * but since 1930 
this demand has been stressed with exceptional vigor. 

In July, 1930, the Communist Party Convention 
passed a particularly rigorous resolution: 


“The Convention underlines all the importance of bolshevik 
tempos of socialist industrialization of the country for guar- 
anteeing self-sufficiency of the USSR, for strengthening the 
defense of the proletarian state and for repulsing all attempts 
of intervention by the international imperialism. Stating with 
pride that our Red Army has again shown its strength and 
fighting capacity, the Convention stresses most emphatically 
the necessity to concentrate all attention of the party and to 
further mobilize all efforts of the labor class and of the prole- 
tarian and middle peasantry towards strengthening the 
defense capacity of USSR, the might and fighting strength 
of the army, navy and air fleet.” 


Military Expenditure 


Consequently, the defense expenditure has risen 
tremendously, particularly during the last five years. 
The total actual expenditure on Army and Navy in the 
five years 1936-40 amounted to 152,529 million rubles 
($30,506 million) ; in February, 1941, i. e., four months 
before the outbreak of the war with Germany, the new 
budget appropriated for this purpose 70,865 million 
rubles ($14,173 million).2 But these items (some 
45,000 million dollars) do not include the enormous 
amounts spent by the Soviet Union on the armament 
industry which were not disclosed.* 

These figures show how far-reaching was the re- 
armament of USSR. It meant a heavy burden, how- 
ever, and a merciless tax policy. 





* Professor at Northwestern University, Evanston, Illinois. 

1A Resolution (which amounts to absolute order) of the XIV Con- 
vention in December, 1925; similarly at all subsequent conventions 
(see Directivy VKP, edited by M. Saveliev and A. Poskrebyshev, 
1931). 
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The Sales Tax 


The sales (turnover) tax is by far the chief tax of 
the Soviet Union.* In the budget for 1941 the total 
yield from the sales tax is estimated at the astonishing 
amount of 124,500 million 
rubles ($24,900 million), 
an increase of 18,651 mil- 
lion rubles ($3,730 million) 
over the actual receipts for 
1940 (105,849 million rubles 
or $21,170 million).> The 
per capita yield of the sales 
tax in 1940 was about 600 
rubles ($120). 

How heavy this tax is 
may be better understood 
from the following figures. 
The total turnover of all 
retail trade of the country 
amounted in 1940 to 174,000 
million rubles ($35,000 
million). The average 
wage of a Soviet workman 
and employee (including 
officials, etc.) for 1940 
amounted to about 340 
rubles ($68) per month. The cost of living is ex- 
tremely high and the prices of food and other essen- 
tials are exorbitant.© In 1940 the fixed price in 
government shops was (per Ib. in American currency) : 








Professor Haensel 





2 How large all these figures are may be seen from the fact that 
in 1933 all nations of the world together (including USSR) had 
spent on armament about $5,000 million only. 

3Only in the budget for 1937 two separate items were given, 
namely: (1) Commissariat (Ministry) of Defense, 20,102 million 
rubles ($4,020 million); (2) Industry under Commissariat of De- 
fense, 2,329 million rubles ($466 million). For later years no detailed 
figures of the federal budget were made public. A law passed 
January 11, 1939 divided the Commissariat (Ministry) of Defense 
Industry into four separate Commissariats (Ministries) : (1) Aviation 
industry; (2) Naval construction; (3) Munitions industry; (4) Arma- 
ment industry. This signalizes a tremendous development of the 
Soviet Defense Industry. 

4A full description of the tax system of the USSR was given in 
my articles in the September-December issues 1938 of the Tax 
Magazine (appeared also as a separate publication in 1939). 

5 Izvestia, February 26, 1941. 

®See the Monthly Labor Review—May and August, 1940 (from a 
report of the American Embassy in Moscow). Cf. also Quarterly 
Bulletin of Soviet-Russian Economics, edited by S. N. Prokopovicz, 
Geneva, 1941, No. 8. The prices which were very high already in 
1937 (see my article in the Tax Magazine, October, 1938, p. 593) have 
risen sharply in the last two years. In 1940 many essential com- 









































































































































































































































































































































































































































































































































































































678 TAX ES—The Tax Magazine 








Rye bread, 9 cents; wheat bread, 10 cents; potatoes, 9 cents; 
lump sugar, 50 cents; beef (for soup), $1.45; mutton, $1.63; 
milk (a quart), 24 cents; sausage (ordinary), $1.45; butter, 
$2.54; ham (smoked), $2.45. In 1939 the price of a man’s 
woolen suit was $180; cotton shirt, $13; rayon necktie, $3.80; 
men’s leather shoes, $35. 

The sales tax is largely responsible for these high 
prices. In the past two years the sales tax for many 
articles has been made more uniform and the follow- 
ing new rates have been introduced (per cent of retail 
price) :’ 

Potatoes, 62 per cent; meat, 67 per cent; mutton and pork, 
62 per cent; sausage, 63-67 per cent (according to kind); ham, 
57 per cent; liver, brains, tongue, 56 per cent; sugar, 73 per 
cent; salt, 80 per cent; tinned meat, 70 per cent; kerosene, 71.7 
per cent; radio-receivers, 25 per cent; vodka, 84 per cent; 
denatured alcohol, 72 per cent; cheese, 66 per cent; window- 
pane (glass), 21 per cent; matches, 45 per cent; varnish, 66 
per cent; tinned fish, 40 per cent; condensed milk, 35 per 
cent; pickled cucumbers, 25 per cent; felt boots, 44-55 per 
cent; umbrellas, 20 per cent; neckties, scarfs, 25 per cent; 
oil lamps, 30 per cent; alarm clocks, 40 per cent; other clocks, 
25 per cent; electrical clocks, 7 per cent; tea, 50 per cent; 
bicycles, 58 per cent; soft toys and dolls, 4 per cent. 

The sales tax on bread stuffs is levied at so many 
rubles per 100 kilograms (220 lb.) and varies according 
to geographical zone. For Zone III (Moscow, etc.) 
the rates of the sales tax in American currency ($1 = 
5 rubles) and measures are: ® 

Rye, $3.75 per bushel (56 lbs.); wheat, $4.80 per bushel 
(60 lbs.)*®; barley, $2.82 per bushel (48 lbs.); oats, $1.01 per 
bushel (32 lbs.); rye flour (lowest quality), 7 cents per Ib.; 
wheat flour (highest quality), 35 cents per lb.; cream of 
wheat, 34 cents per Ib.; rice (first quality), 50 cents per lb. 

The law prescribes that the sales tax be included in 
the sales price. Since all industry belongs to the na- 
tion, the government decides the price for all manu- 
factured goods. These prices must include the cost 
of production and distribution and yield a definite 
profit (all industrial enterprises receive definite as- 
signments for profit in their approved yearly plans) 
and a sales (turnover) tax is added at prescribed rates 
and only once on the same commodity.’® 


Income Tax—Individuals 

The chief change in the income tax on individuals, 
in comparison with the law of 1934,"! was a certain 
increase of the rates and a simplification of the collec- 
tion according to the law of April 4, 1940.2? Laborers 


and employees pay now as follows: 
—Monthly Wage— 








Monthly Payment of Tax 





from 151- 200 R* 1 R* 20 Ct + 3. % on excess over 150 R* 
eae” :° _” ae © a “hy aoe °° 
301- 500 * ae ~ “om, oe a " 300 ‘ 
501- 700 ‘ — oo Cg a ie * by soe =“ 
** 701-1,000 ‘ _— aa = = 700 ‘ 
1,001 R* and over 43” a ee = “- tee 
* Ruble. 
+ Copeck. 





modities were on sale only very irregularly and usually in limited 
quantities. On the position of the labor class see my article in the 
forthcoming first number of the Russian Review. 

™See the Tax Magazine, December, 1938, p. 591 and 762 for former 
rates. 


8’ Law of March 23, 1940 (Coll. of Laws, USSR, 1940, No. 7 Art. 
213). 
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Thus employees, receiving a monthly wage oi 
500 rubles ($100) pay a tax of 14 rubles, or 2.8 per 
cent; those having a wage of 1000 rubles ($200) pay 
4.2 per cent; any wage in excess of 1000 rubles per 
month is taxed 7 per cent. The tax is deducted by enter- 
prises and institutions at the end of each month. 
Workers having more than three dependents get a 
reduction of 30 per cent in the tax at their chief place 
of work. Wages not over 150 rubles per month are 
exempt. Workers receiving wages from various 
places pay, on the full amount of their additional 
emoluments, at the full rate of the tax at each place, 
respectively; no exempt minimum is permissible in 
these cases, and such additional earning not over 
150 rubles per month are taxed at 0.8 per cent. Stu- 
dents pay on the amount of a scholarship above 
210 rubles ($42) per month and post-graduate research 
students and lawyers with reference to their legal fees 
are taxed as employees. Inventors, for incomes de- 
rived from their inventions, and hunters delivering 
furs are taxed at the same rates as employees. 


Incomes of cooperated artisans (their output is reg- 
ulated or delivered to the state) are taxed ten per cent 
more than those of employees. Writers and artists 
are taxed at each place where they are paid on the total 
amount of yearly earnings progressively: up to 1800 
rubles ($360), 0.8 per cent ; 3600 rubles ($720), 2.6 per 
cent; 20,000 rubles ($4,000), 5.32 per cent; 100,000 
rubles ($20,000), 11.364 per cent; 300,000 rubles 
($60,000), 28.8 per cent; on all sums in excess of 
300,000 rubles ($60,000), 50 per cent. This means that 
up to 20,000 rubles a year the tax is the same as for 
employees; in the upper brackets they are now taxed 
much more leniently than before. 


Incomes from non-cooperated handicraft, buildings 
and agricultural work (orchards, etc.) in cities are 
taxed substantially higher, namely, 4 per cent on 
yearly incomes below 1,200 rubles; 13.4 per cent on 
6,000 rubles; 24.1 per cent on 12,000 rubles; 37.3 per 
cent on 24,000 rubles ($4800) and 60 per cent on in- 
come in excess of this amount. 


The same amounts of income received by non- 
cooperated artisans (tailors, etc.) who are supplying 
the customers with material, for instance cloth at 
order, and cab drivers, using their own horses, are 
paying at rates 35 per cent higher than those given in 
the preceding paragraph, and clergymen and “other 





® This seems to be incredible, but the sales tax on wheat is 88 
rubles ($17.60) for 100 kilograms (220 lbs.). One can easily 
visualize the burden of such tax for Russian workmen and em- 
ployees who on the average earn only 340 rubles ($68) per month. 

10 A detailed regulation concerning the sales tax was issued by the 
Finance Commissar on March 28, 1939 and reprinted in the Finan- 
soviy i Khoziastvenniy Bulleten, (quoted below: Bulleten) 1939, No. 
2. & 3 


11 Described in my article in the Tax Magazine, October, 1939, 
Pp. 632. 
2 Izvestia, April 6, 1940 see also Russian Economic Notes, (quoted 


below: R. Ec. Notes) Washington, D. C., Vol. II (N.S.) No. 12, June 
30, 1940. 
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persons having non-labor income” pay 40% higher 
rates.** 

An important innovation is that non-cooperative 
artisans are assessed according to actual income re- 
ceived and not according to definite “normal” amounts 
of income, as was the case prior to 1940. In order to 
fight against understatements by such persons (bar- 
bers, photographers, shoemakers, watch repairers, 
etc.) the official magazine of the Finance Commissariat 
recommends that the tax inspectors spend several 
hours, or a whole day, or sometimes several days in 
the workshop of these taxpayers in order to ascertain 
their real income.** 

Incomes of doctors, nurses, lawyers, private tutors 
and other persons engaged in private practice are taxed 
more leniently: up to 1000 rubles ($200) per year, 
1 per cent; 6000 rubles ($1200), 3.57 per cent; 20,000 
rubles ($4,000), 20 per cent; on sums in excess of 
20,000 rubles, 38 per cent. 

The new law and the new rates became applicable 
January 1, 1940. Interest on Soviet Government se- 
curities, deposits in Soviet banks and prizes in govern- 
mental lotteries and lottery loans are free from all and 
every kind of taxation, including inheritance taxes. 


The Cult Tax 


For the purposes of defraying the cost of cultural 
and housing construction a separate income tax 
known as the cult tax (non-agricultural population) 
exists.15 The law of April 4, 1940,* introduced some- 
what higher rates and simpler methods of collection 
than before, achieving greater unification with the 
normal income tax. The schedules of the cult tax and 
the classification of various categories of taxpayers are 
essentially the same, but the rates are slightly lower, 
than those in the income tax. For instance, an em- 
ployee with a monthly wage of 1000 rubles ($200) 
pays 3.78 per cent, and any wage in excess of 1000 
rubles is taxed at 6 per cent. 

A writer or an artist with a yearly income of 20,000 
rubles pays a cult tax of 933 rubles in addition to the 
regular income tax of 1064 rubles. The cult tax for 
other classes is collected on similar lines as is the 
regular income tax and practically doubles but does 
not go beyond 8 per cent for the upper brackets. It 
should be noted that every workman and employee 
is expected also to subscribe to the government loans 
which are issued every year and this amounts to an 
additional tax.%” 





143Thus, a clergyman pays on a yearly income of 6,000 rubles 
($1,200) an income tax of 1,126 rubles ($225) at a time when an 
employee pays, on the same income, a tax of 168 rubles ($34) only, 
or 6'%4 times less. 

14 Sovietskiye Finansiy, 1940, 7/8, p. 61. 

It was described in my article in the Tax Magazine, October 
1938, p. 630. 

16 ph ache April 6, 1940. See also R. Ec. Notes, Vol. II (N.S.) 
No. 12, June 30, 1940. 
17 See the Tax Magazine, December 1938, p. 758. 
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Agricultural Income Tax—Individuals 


Members of collective farms pay an agricultural 
income tax on their earnings?® from field work, 
orchards, cattle, vineyards, beekeeping, tobacco plant- 
ing and from non-codperative handicraft and subsid- 
iary work, so long as these earnings are not simply 
part of the proceeds of the collective farm. The tax 
is levied on their purely private (as opposed to collec- 
tive) earnings, for instance, from land surrounding 
their homestead (usually some ™% acres in free use), 
own cattle, etc. For each hectare (2.7 acres) of such 
freely used land a definite average yearly income is 
deemed to be earned in RSFSR (Russia proper) : '® 

A hectare of land sown with grain, 800 rubles ($160); sown 
with potatoes, 2700 rubles ($540); with tobacco, 1700 rubles, 
etc.; a cow, 1000 rubles ($200); a sheep, 80 rubles ($16); a 
pig, 400 rubles ($80); a horse, 700 rubles ($140); a bull 400 
rubles ($80). 

For various districts these averages may be increased 
or decreased up to 30 per cent, provided the total corre- 
sponds to the prescribed average for all of them. 

The income thus arrived at is taxed by the following 
rates (progressively upward) : 7° up to 700 rubles dur- 
ing an agricultural year the tax is 8 per cent; at 1000 
rubles ($200), 83 rubles; at 4000 rubles, 533 rubles; in 
excess of 4000 rubles, 24 per cent. If a homestead in- 
cludes persons not belonging to the collective farm, 
the rate of the tax is increased by 20 per cent. The 
chief aim of the new reform was to artificially force all 
peasants to join the collective farms, and homesteads 
which have non-collectivized members or substantial 
incomes outside of the collective farm must now pay 
this high agricultural income tax.”? 

For individual peasant homesteads (only a very 
few of such remain) the tax is approximately twice as 
high as for peasants who are members of a collec- 
tive farm. 

A reduction of 15 per cent is made for homesteads 
having 3 or more children below 13 years of age. A 
reduction of 50 per cent or full exemption is granted 
for homesteads of invalids or old people, who have 
no help. 


Agricultural Income Tax—Collective Farms?* 


Income received by collective farms from their agri- 
cultural produce in kind and in cash is taxed: (1) at 
4 per cent so far as the income is derived through 
sales to the government or from internal use of the 
farm in its operations (seeds and obligatory reserves, 





1% Law of September 3, 1939 (Izvestia, September 6, 1939). See 
also R. Ec. Notes, Vol. I (N.S.) No. 21, November 15, 1939. 

19 As changed by a law passed on March 1, 1941 (Jzvestia, March 4, 
1941). 

2 Same law as Note No. 19. 

21 Editorial in the Jzvestia, August 29, 1939. 

22 A new law passed March 1, 1941 (Jzvestia, March 4, 1941) abol- 
ishing the law of July 20, 1936, described in the Tax Magazine, 
October 1938, p. 630. 
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nurseries, etc.) ; the value of this income in kind is 
taken at prices for compulsory deliveries (see below) ; 
(2) at 8 per cent, so far as all other agricultural pro- 
duce is concerned, valued at prices of government 
purchases of similar products. Associations for joint 
use of land (i. e., limited collectives) are taxed 25 per 
cent more. 

The amount of produce supplied to the government 
according to the enactments of compulsory deliveries, 
or used as forage to the cattle, or money received for 
the supply of horses to the army is not included in 
the taxable income. 

The chief aim of the new law is to encourage sales 
of agricultural produce to the government and to 
lighten the compulsory deliveries. 


War Time Tax Increase?* 


With the outbreak of the war against Germany the 
agricultural tax (on individuals) for 1941 and for the 
duration of the war has been increased 100 per cent. 
Households of members of collective farms and of 
individual peasants having two persons in active mili- 
tary service are free from this increase; those having 
one member in active service receive an increase of 
only 50 per cent. 

Beginning on July 1, 1941 the income tax (individ- 
uals) has been increased also: (1) for workmen and 
employees receiving a monthly wage over 300 up to 
500 rubles the increase is 50 per cent; those receiving 
over 500 rubles, the increase is 100 per cent; (2) for 
other citizens—100 per cent increase. Thus, an em- 
ployee with a monthly wage of 1000 rubles ($200) will 
pay an income tax of 8.4 per cent, and a clergyman— 
67.5 per cent. Workmen and employees receiving a 
monthly wage of not more than 300 rubles ($60) a 
month do not get any increase. 

Citizens liable for military mobilization but not 
actually mobilized or who have been freed from con- 
scription receive: (1) workmen and employees with 
a monthly wage up to 300 rubles a 100 per cent increase 
of the income tax; (2) with a wage of above 300 up to 
500 rubles, an increase of 150 per cent; (3) with a wage 
over 500 rubles ($100), an increase of 200 per cent. 
All other such citizens liable to service but freed from 
mobilization receive a 200 per cent increase of the 
income tax. 

The cult tax is not affected by these changes. 


Compulsory Deliveries in Kind 

A very radical change was introduced during 1939-40 
in the system of compulsory deliveries in kind. There- 
tofore, the collective farms compulsorily delivered to 
the government meat, wool, milk and butter accord- 
ing to the number of cattle in their possession. This 


23 Tzvestia, July 4, 1941. 
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had the peculiar result that the collective farms were 
not interested in increasing their livestock. 

As soon as this became evident the government and 
Communist party passed a new law on July 8, 1939,” 
prescribing for all collective farms a definite minimum 
of communal stock-raising. Each collective farm 
must (beginning January 1, 1940) organize two 
or three stock-raising farms: (1) for big cattle; (2) for 
sheep and/or (3) for pigs, according to the district 
and the area of land possessed by each farm. For 
instance, in collective farms situated in districts 
enumerated in Schedule A, collective farms with an 
area of up to 200 hectares (540 acres) must have not less 
than 10 cows and 6 brood sows; up to 500 hectares 
(1350 acres) not less than 20 cows and 10 brood sows: 
up to 200 hectares (5400 acres) not less than 60 cows 
and 26 sows (or 140 ewes) ; over 3000 hectares (8100 
acres) not less than 100 cows and 34 sows (or 280 
ewes). Special bonuses must be given to those mem- 
bers of the collective farms who are entrusted with 
cattle raising and enable greater supplies to the 
government. 


Meat Deliveries 


The compulsory meat deliveries have been changed 
drastically and depend now on the area of land pos 
sessed by each farm and the district where it is located. 
For instance, in District I (which includes the 
Ukraine) for each hectare (2.7 acres) of land a collec- 
tive farm must supply to the government 4.5 kilo- 
grams (9.9 lbs.) of meat (in livestock) every year; 
in the Central District of European Russia (including 
the Moscow region) the norm is 2.5 kilograms (5.5 
Ibs.). Local authorities may vary these norms for 
various subdivisions of their districts (up to 30 per 
cent) provided they fulfill the average prescribed norm 
for the whole district. 

Members of collective farms deliver meat (in live- 
stock) from their own household from 32 to 45 kilo- 
grams (70-99 lbs.) each year according to district, 
and individual peasants twice as much. 

This arrangement means compulsory cattle raising 
for the government since the compensation paid by 
the government is extremely low. 


Wool Deliveries 

All other compulsory agricultural deliveries are now 
also based on the area of land possessed by each col- 
lective farm. For wool deliveries the country is 
divided into eight zones with various assignments. 
In Zone IV, which includes the Ukraine, for each hec- 
tare (2.7 acres) of land in possession of the collective 
farm 180 grams (61% oz.) of wool must be delivered each 
year; in some districts, like Crimea, the norm is 550 





Coll. of Laws USSR, 1939, No. 42. Art. 316. See R. Ec. Notes, 
Vol. I (N.S.) No. 18, Vol. II (N.S.) No. 7, 11, 14, 15, 16, 
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grams, and in Turkmenistan, 700 grams for each hec- 
tare of land. 

Members of collective farms deliver wool from their 
own household from 200 to 1100 grams for each sheep 
in their possession and individual peasants twice or 
one and a half times as much. Here again is evident 
the government’s pressure in developing sheep rais- 
ing in the collective farms and the particularly harsh 
treatment of private ownership. 


Deliveries of Hides?® 


Since January, 1940, similarly compulsory deliveries 
of hides and sheepskins have been made from each 
100 hectares (270 acres) of land in possession of each 
collective farm according to a detailed schedule. For 
instance, in the Ukraine the prescribed average norm 
is 2 large skins, 2 medium skins, 5 sheepskins and 7 
pigskins for each 100 hectares (for delivery in the 
vear 1942). Local authorities may vary the norms 
for the various subdivisions of their districts fulfilling 
the average norm for the whole district. 


Each household in a collective farm and the indi- 
vidual peasants have to deliver to the government all 
hides and skins from cattle they kill. 


Deliveries of Grain, Rice, Oil-Seeds and Potatoes 
The preamble of another decree of the Soviet Gov- 
ernment and of the Communist Party, dated April 8, 
1940 °° blasted at the former system of compulsory 
deliveries and ordered, beginning with the harvest of 
1940, the delivery of grain, rice, potatoes, vegetables, 
oil-seeds and grass-seeds according to the area of land 
in possession by each collective farm. The former 
system taxed according to the planned area for sowing 
with grain, and consequently there was no incentive 
to increase the sown area. Now for each district a 
definite amount of grain deliveries is prescribed in 
advance and this assignment is repartitioned among 
the collective farms according to their total area, so 
as to guarantee the government a total delivery of 
925 million puds (16.2 million short tons or some 570 
million bushels) of grain from the whole country. 
\With reference to oil-seed, vegetables, and hay, a 
similar system is now adopted instead of the former 
arrangement which consisted in making contracts with 
the collective farms through special governmental 
agencies. It is expected that the new system will 
cost the Treasury less and that the deliveries will be 
executed more punctually. The /zvestia®’ explains 
that collective farms often prefer to pay a penalty for 
not fulfilling contracts for hay supply and to sell the 
hay on the market. Collective farms which do not 





2 Coll. of Laws USSR, 1940, No. 10, Art. 252. 
2% Coll. of Laws USSR, 1940 No. 9, Art. 235. See R. Ec. Notes, 
Vol, II (N.S.) No. 11. 
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use the governmental tractor stations (all tractors are 
in the hands of the government) are assessed 15 per 
cent above collective farms using them, thus encourag- 
ing their use. Individual peasants and non-codperated 
artisans must deliver 0.6 centners (132 lbs.) of grain 
for each hectare (2.7 acres) of land in their use more 
than is delivered by collective farms. Each household 
belonging to a collective farm must deliver to the gov- 
ernment a definite amount of potatoes, and for indi- 


vidual peasants these norms are generally 50 per cent 
greater. 


Deliveries of Milk and Eggs 

Beginning in 1941 collective farms must supply to 
the government milk, cheese and eggs also accord- 
ing to the area of land in their possession. This again 
was introduced with a view to force the collective 
farms to organize cattle-raising on a large scale.”® 


Compulsory Horse Breeding 

As arule, members of collective farms and peasants, 
in general, are precluded from owning a horse. All 
horses must belong to the collective farms. When in 
1930 the government forced the peasants to join the 
collective movement and to surrender horses and cattle 
to the collective farms the population began to slaughter 
their horses and cattle. In 1930 the total number of 
horses in the country was 30.2 million and in 1934 
only 15.7 million remained although in the meantime 
the government forbade killing under the threat of 
imprisonment. 

Now the government has ordered ** all collective 
farms to raise a definite minimum of horses of “high- 
quality” according to the area of land possessed and, 
beginning in 1941, the compulsory delivery of a defi- 
nite number of such horses for national defense in 
proportion to the prescribed quota for each farm. 


Deliveries of Flax and Linseed 

The delivery of flax and of linseed was made com- 
pulsory depending upon the area of land in the pos- 
session of the collective farm.*® A voluntary delivery 
above the prescribed quantity is encouraged by sub- 
stantial bonuses and by premiums in the form of 
vegetable oil and oil-cakes at reduced price.*? 


General Remarks on the Compulsory Deliveries 


Thus, some two years before the German invasion 
of Russia the Soviet Government introduced a most 
drastic “simplified” system of procurement of agri- 
cultural products. The whole country with all its 





27 Editorial of the Izvestia, May 28, 1940. 

% Izvestia, January 14, 1941. 

2 Coll. of Laws USSR, 1940, No. 9 Art, 235. Jzvestia, April 8, 
1940. 

%® Tzvestia, March 26, 1941. 

1 Tbid. 
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collective farms (they cover 99.3 per cent of all arable 
land of the nation) received a vigorous assignment to 
produce all kinds of agricultural produce and to make 
delivery to the government simply on the basis of 
land held by them. Whether it is profitable or rational 
in an economic sense, is disregarded. There is no 
“parity” consideration, nor any approach to fair com- 
pensation.®? Money or cash does not do the trick any 
more: the payment must be in kind! Of course, a 
communist regime is by its nature unable to have a 
notion of value or a definite appreciation of various 
commodities.** 

Compulsory deliveries have in no way eliminated 
the general planning of all agriculture: every year a 
definite plan of sowing is ordered for all districts and 
not later than February 25 local administrations have 
to redistribute the assignment and to convey it to all 
collective farms.** 

Extensive compulsory silk culture has been ordered 
for a large number of southern and southeastern districts 
of USSR according to a law passed March 14, 1941.*° 

Crudely prescribing deliveries of grain to the amount 
of some 570 million bushels ** the government uproots 
all agricultural production. As a faint satisfaction to 
the producers the government permitted them to sell 
their agricultural products at free market prices in 
the cities, provided that the collective farms, or their 
members, or individual peasants sell at retail “directly 
to the consumers” their own produce only, at special 
places designated for this purpose.*7 No middlemen 
are permitted, and these sales of agricultural products 
are liable to a sales tax of 3 per cent.** 


Free Market 

Asa rule, only such collective farms have the right 
to sell their agricultural produce freely on the market, 
which have fulfilled their compulsory deliveries to the 
state. In substance, this means that, after deliveries 
due the state have been made, the government permits 
charging the public without restraint.2° This has again 
created a duplicity of prices on agricultural produce: 
(1) in the government shops and (2) on the “free” 
market. The difference is sometimes astonishingly 
great, particularly during times of seasonal scarcity.*° 





32 Compensation paid to collective farms for compulsorily delivered 

wheat amounts to the price of less than two pounds of lump sugar 

* (in the official government shops) for one bushel (60 lbs.) of wheat 
and less than three pounds of lump sugar for a bushel of rice (45 
lbs). The compensation varies according to the total amount de- 
livered, and the greater (!!) the quantity delivered by a collective 
farm the higher (!) the compensation: the government encourages 
large deliver’es. 

33 Cf. Mises, L. v. Socialism, London, 1936, p. 

*% Coll. of Laws, 1940, No. 1, Art. 3. 

% Jzvestia, March 15, 1941. 

% For comparison note that total production of wheat in the 
United States of America in 1936 was 627 million bushels. 

37 Order of the Commissariat of Internal Trade, March 4, 1939 
(Bulleten, 1939, No. 15/16, p. 34). The fees for using the facilities 
of a city market have been increased considerably (five times in 
comparison with former rates of Market Admission Tax given in 
the Tax Magazine, October, 1938, p. 635). Bulleten, 1940, No. 7/8, 
p. 34. 
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The peasants charge particularly high prices when 
they themselves do not find the most common com- 
modities for sale in government shops, as is very often 
the case. The free market became a dire necessity, 
since the government distribution was unable to func- 
tion properly. 

A most unusual situation has arisen, however: the 
“market” shows an abundance of agricultural products 
but the majority of the population must be content 
with the comparatively limited quantities available in 
governmental shops at comparatively low prices.*! 
Since the war with Germany, ration food cards have 
been introduced but the amount of food available on 
them, except bread, is very limited. For instance, 
only from 2 to 4 pounds of meat and sugar (according 
to category of the recipient) per month is available on 
them. Other agricultural products must be bought 
on the “free” market, if available at all (sugar being 
a manufactured commodity cannot be sold on the 
free market). 

On the other hand, one should visualize the terrific 
complication and inevitable bureaucracy of the whole 
delivery business. 


Delivery of Vegetables 

The law of May 9, 1940, on the delivery of vegetables 
says most categorically: * 

“Vegetables (cabbage, beets, carrots, onions, tomatoes and 
cucumbers) delivered must be of prescribed quality. Col- 
lective farms which deliver vegetables fully, in good condition 
and according to the monthly time table are entitled to sell 
the surplus on the (free) market. Those farms which show 
insufficient punctuality in any one month are deprived in the 
future of the right to sell vegetables to any one until the full 
delivery to the state is completed. This is a duty of first 
importance for each collective farm and must be fulfilled at 
prescribed dates or else willful non-execution will be punish- 
able by law.” 

How much red tape is necessary to supervise, to 
control, and to enforce all such delivery! Imagine 
the provision of the law that a collective farm is en- 
titled to offer instead of the prescribed 10 quintals 
(220 Ibs) of cabbage, 2.5 quintals of onions or 7 quintals 
of carrots; or, instead of 10 quintals of cucumbers, 
4 quintals of onions or 10 quintals of [Turn to page 698] 





3% Bulleten, 1940, No. 3/4, p. 13. 

38° In this connection the garnts tax (a tax in kind on mills grind- 
ing grain—see the Tax Magazine, October, 1938, p. 628) was abolished 
in order to encourage the collective farms to grind grain. Coll. 
Laws USSR, 1940, No. 9, Art. 238. 

4° See the Monthly Labor Review, May, 1940. The American Em- 
bassy reported that beef which is sold at 9 rubles in the state shops 
was sold at 14 rubles per kilogram in the open market; potatoes 
0.50 and 6 rubles, respectively (12 times more!); milk 2.10 rubles 
and 5 rubles, etc. 

4tIt may seem unbelievable but in July, 1940, in Tiflis, Caucasian 
Georgia (the great country of vegetables and fruits) no vegetables 
or fruits were available in the official groceries. The reason for 
that was sheer speculation on the part of collective farms which 
were hiding their produce from government agents and did not 
fulfill their obligations to the state but sold to the public clan- 
destinely at ‘‘speculative’’ prices. Jzvestia (July 30, 1940) wonders 
why no criminal prosecution was made. On May 9, 1940, a more 
drastic law on the delivery of vegetables as described below was 
passed. 

#2 Coll. of Laws, 1940, No. 14, Art. 322. 
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TALKING SHOP 


The following is quoted from page 534 of the Au- 
gust, 1941, issue of the Journal of the American Society 
of Naval Engineers: 


“When Germany’s Nazi Party hatched its plans for Euro- 
pean and subsequent world domination it was quick to put 
into effect policies embodying the lessons of World War 
No. 1. The first of these lessons was that mechanization was 
here to stay and could only be provided by an absolutely 
adequate supply of machine tools. In 1934-35 the German 
Government offered a premium to all actual and potential 
munitions making factories by subsidizing the acquisition of 
new, up-to-date, and highly productive tools and plant equip- 
ment. The plan permitted the manufacturer to amortize the 
tools in twelve months instead of the normal 240 months and 
the policy was so effective that, whereas it was extended for a 
second year until the whole of basic German industry in the 
mechanical field was carried on a solid unshakable foundation 
of most efficient machinery, tools and practicés. In this one 
policy alone Germany laid the fundamental basis for the blitz 
that she was preparing for the whole world.” 

* * * 

The following extract from the report of a comp- 
troller transmitting to the president of his company 
his recommendation as to the value to be declared for 
the company’s stock was contributed by Henry Brach 
of New York City. 


“This is the most unsatisfactory job that I have to do. I 
really enjoy working for the X Company, except for this one 
thing. Back in the old days when I attended Accounting 
School there was no place in the curriculum for crystal gaz- 
ing or teacup reading—therefore, I am not a very good 
guesser.”” 

* * * 


As a footnote to the Blakey article we reprint the 
following. The locale is any southern state. We 
heard it first in 1928. 

A Yankee came to a small town from which he was 
to start his hunting vacation. He went into a chain 
store Saturday evening to make some purchases. 
Accidently, his fowling piece discharged and killed 
the manager. Frantically he rushed into the main 
street, where the police force, in his best uniform, was 


Lewis Gluick, C. P. A., Shoptalker 
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directing traffic. Wildly the Yankee told what had 
happened. Calmly the cop replied: “Cahm yo’self, 
mister, cahm yo’self. The co’t house won’t be open 
till Monday morning; yo’ can claim the bounty then.” 
Cases 

The Girard Investment Company case decided by the 
Third Circuit on August 22, is worth your reading. 
Judge Clark’s opinion is a most instructive commen- 
tary “on the small loan industry,” even though he 
specifically refuses “to set down the depressing his- 
tory.” (41-2 ustc J 9653.) 

As we write this, the radio is telling about the trop- 
ical storm and high water along the Gulf Coast. The 
Hutchings family of Galveston is hereby invited to 
read about their namesakes in the Western District 
of Kentucky, where on June 3 the Court gave them 
a flood loss. (41-2 ustc § 9673.) 


For a curious post-divorce set-up, read the Ohl case, 
45 BTA —, No. 4, decided September 4. (413 CCH 
{ 7658.) 


One of the most famous patent medicine companies 
was the subject of a BTA memo decision on Sep- 
tember 4. (413 CCH J 7663C.) 


Few things plague lawyers worse than having 
clients ignore their advice. Even when the clients pay 
for it, it irks a man to be disregarded. Failure to take 
attorney’s advice was disastrous to the Freihofers. 
(41-2 ustc {| 9676.) We quote from the decision of 
the U. S. Court for the Eastern District of Pennsyl- 
vania, dated July 9: 

“Plaintiffs were advised by competent counsel that the debt 
was worthless in 1931. They did not follow their counsel’s 
advice.” 

Instead they claimed it in 1932 and the Commis- 
sioner was sustained in disallowing it that year. 
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Attention is invited to the three-man dissent on the 
fourth issue in the Elliott Company case, decided Sep- 
tember 12, 45 BTA —, No. 16. Quoting from 413 
CCH J 7675: 

“The entire refund is income in 1939, The fortuitous cir- 
cumstance that 1934 is still open should not be held controlling.” 

There is an uncommon amount of human interest in 
the case of Hilda Kay, 45 BTA —, No. 18, decided 
September 12. Poor relative sues rich widower for 
300 shares of A. T. & T. gets them, and then calls them 
a gift for income tax purposes. The Board held them 
income. (413 CCH { 7669.) 


Get It Right Department 


In the Navy there are Lieutenants, and Lieutenants 
(junior grade). These are ranks corresponding re- 
spectively to Captain and First Lieutenant in the 
Marine Corps. Lieutenants (junior grade) are com- 
monly called “jay gees” from the initials of “junior 
grade.” 

Please note—for this is the whole purpose of this 
paragraph—there are no such ranks or titles as Lieu- 
tenant (senior grade), or Senior Lieutenant. Neither 
are there Junior Lieutenants. 


Incorrect reporting by newspapers and errors made 
by “boots” (“Boots” being Navy slang for men new 
in the service) cannot change the facts. So we repeat: 


There Is No Rank of Senior Lieutenant in Our Navy. 


Detroit 

The high point, literally, of our first visit to this big 
city, was the thirty-second floor restaurant in the 
Union-Guardian Building. We were taken to it by 
Messrs. Williams and Falk. The lunch was good, but 
the view in all directions was magnificent, not to be 
exceeded except from a dirigible. 

We had expected to have a right good time, that 
week beginning September 15. The Michigan So- 
ciety of CPA’s acting as hosts to the American 
Institute of Accountants, had prepared a fine program, 
both technical and entertainment. Actually, we had 
a miserable time. The Pullman from Chicago was 
more of a refrigerator car than a sleeper, and we 
arrived with a bad head cold, that soon developed 
into bronchitis, so that we spent as much daytime with 
the doctor as at the convention, and went to bed after 
an early supper each night. 

But we were around the Statler enough to accumu- 
late some items of interest. Jack Seidman told us how 
often his book had been cited but could not state when 
the new edition would appear. We had all too brief 
conversations with CPA’s from all parts of the 
country who are working for the Navy. A few, like 
Herman Miller, are like us, commissioned in the Sup- 
ply Corps and devoting full time to Cost Inspection. 
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Many more are doing “supervisory audits” as part 
time civilians under the general direction of George 
Auld. We got to an interesting session on govern- 
mental accounting, and part of the session on taxes. 
Quite naturally, that session drew the biggest attend 
ance. All papers presented will be eventually pub- 
lished by the Institute. 


We met Norman McLaren, David Dodge’s boss, 
and several other of Dodge’s pals. We learned that 
Death and Taxes is such a success that Dodge is now 
half-way through another novel in which the Criminal 
Pursuing Accountant of the first book continues—but 
more soberly—to solve mysteries. 


En route to the convention we spent a day at Edger- 
ton, Wisconsin with Frank Southworth; and at 
Detroit we saw Elmer Texter. Both of these men 
were our shipmates in 1918, and except for Christmas 
cards we had had no contact with them in years. 
Neither of them are accountants; both of them are 
prosperous. We enjoyed seeing them. 

\WVe had never before seen the name of Pingree until 
we found that Texter’s residence phone was in an ex- 
change of that name. Then along came a case of the 
same name, 45 BTA—, No. 6 (413 CCH § 7660). 

On our way back to Manitowoc, we spent a few 
hours in Chicago, meeting Messrs. Huling and 
Rudolph of the CCH staff, whom we had never met 
previously. 









Intelligence Unit 


A most unfortunate typographical error occurred on 
page 562 of the September issue. Under the caption 
‘Big Income Tax Evaders” the typographer made ref- 
erence to “the Intelligent Unit.” 

Of course, all units of the Bureau of Internal Rev 
enue are intelligent. But too many people think that 
the only job of the IntelligENCE unit is to run down 
big and small tax evaders. Actually it is only part 
of the job. Other duties include investigating appli- 
cants for jobs as internal revenue agents, would-be 
practitioners before the Treasury Department and 
many other investigational chores. 


A new phase of its activity was recently revealed 
to us. Some months ago we made in this Shop a ref- 
erence to a revenue agent, which a couple of Treasury 
officials took as disparaging. 
meant. 


No such intent was 
But a fine, clean cut young agent of the 
Intelligence Unit came all the way to Manitowoc t 
see us, just to make sure of our intent. We think we 
satisfied him, and now take this opportunity of telling 
you readers. 


This is the month to join the RED CROSS! 
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The New Law 


We were mighty glad to see one change in the Code. 
\Ve never could see the justice of giving a man, whose 
head-of-family exemption depended on having de- 
pendents, a full exemption, and then a credit for the 
dependents beside. Section 113 of the new law cor- 
rects that. On the other hand, we do not like Sec- 
tion 401(b) which makes the determination of status 
on the last day of the taxable year. 

Now that there is a 10% tax on sales of perfumes, 
etc., by Code Section 2402(b), we think barbers will 
be less inclined to push the sale of lotions, tonics(?), 
etc. Too much trouble to make returns. 


The Shoptalkers 


The late Elbert Hubbard once published a descrip- 
tion of an auditor, which has been too often reprinted. 
It is clever in that it contains just enough truth to 
make the libelous part seem plausible. Increasingly, 
accountants’ meetings are plagued with non-account- 
ant guest speakers who seek to be clever by quoting 
llubbard—frequently without charging him with his 
sarcasm. One such speaker, (otherwise the best of 
the lot) was on the Detroit program. Let us tune in 
now on our Shoptalkers discussing the session. 

Blank: “That kind of thing irks me. Invite a man 
to read a paper, probably pay his fare, and then have 
him insult you.” 

Dash: “To me, the insult isn’t in the so-called 
definition. It’s in his using it as though we weren’t all 
too darn familiar with it already. Old jokes are good 
jokes an 

Kid: “And doesn’t Bob Hope know it!” 

Dash: “Be quiet! 
joke.” 

Blank: “And [ll bet.if that Prof heard us squawk- 
ing this way he’d say it proved the point about us 
CPA’s having no sense of humor.” ‘ 

Oldtimer: “Good Lord! Will anybody tell me how 
we could keep in this game at all if we didn’t have a 
sense of humor. Of course, it isn’t always as well 
developed as in the Shoptalker 

Shoptalker: “Please! Let me out of this.” 

Newly: “So you’re the Shoptalker! You don’t 
look like your picture.” 

S. T.: “You never saw my picture. That heading 
in the magazine is just a stock shot of two men talk- 
ing, with a suitable CCH background.” 

Kid: “That’s right Newly—I almost forgot to tell 
you to be careful what you say around this Shoptalker 
guy. You never know when it will get into print.” 

Oldtimer: “Be fair, Kid. First, you know you enjoy 
seeing yourself in print, and secondly, you may gripe 
a bit because your real name doesn’t appear.” 


S.T.: “Thanks? 


but that never was a 
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Oldtimer: “Now to get back to where we were. 
Time, and again, intelligent laymen have asked all of 
us how we could stick to the grind; have chided us 
as being parasites, living on the mistakes of others 

” 

Kid: “While making more of our own.” 

Oldtimer: “ and in general, at best, being 
useful citizens in a class with garbage men and under- 
takers.” 

Dash: “Well, in this world of sin and sadness, 
someone must do the dirty work. We can’t all be 
sons of Mary; Kipling’s best poem, in my opinion, is 
the one about the sons of Martha.” 

Oldtimer: “That’s the point! I wouldn’t want to 
be a surgeon, despite the thrills a surgeon must get 
from literally putting people on their feet again. I 
don’t want to be a farmer, despite the pleasure a good 
farmer must get from tilling the soil, and seeing things 
grow, producing a crop of useful food. I don’t want 
to be a truck driver, despite the fact that a man gets 
a thrill out of piloting a twenty-ton behemoth over 
all kinds of roads in all kinds of weather, and deliver- 
ing the goods.” 

“All of those are useful and worthy vocations. But 
I chose to be an accountant. Despite all its draw- 
backs, I like it.” 

Chorus: “So do we.” 

Dash: “But there’s one thing that laymen, and 
some lawyers, too, kid us about. By our code of 
ethics we are prohibited from being paid on a basis 
contingent on the results. I can sweat over a balance 
sheet that will permit a client to get a good credit 
line; but I can’t get a fee depending on the amount 
the client gets. I’m not saying our code is wrong— 
or even unfair; but it does reduce incentive.” 

Oldtimer: “Come, come, Dash! You know better. 
How many physicians take a case on a cure or nothing 
basis ?” 


Blank: “Right!” 


Oldtimer: “Let’s sum up. Ours is not a glamorous 
profession; let’s admit that, although it has its mo- 
ments. We take a back seat most of the time as com- 
pared to lawyers, engineers, financiers, and others, and 
are constantly harassed by politicians seeking page one. 
But we can be philosophic about it, for in Holy Writ 
it is stated “Let him who would be first among you, 
be your servant.” Who knows, to quote an old friend 
of mine, but that when we pass the pearly gates, we 
may not find, on the books of the recording angel, a 
very pleasant engagement.” 

Kid: “Right now I don’t expect to see the pearly 
gates swing open for any of us; but there’s a heck of 
a good swing band downstairs. C’mon, gates!” 


This is the month to join the RED CROSS! 


























































































































































































































































































































































































































In the last few years the need for a complete, authorita- 
tive treatise on the subject of Estate and Gift Taxation 
has become increasingly urgent. Complicated ques- 
tions of this law are continually facing the courts. More 
classes of professional men are finding it necessary to 
be thoroughly prepared in this field to contend success- 
fully with the many questions which confront them. 


FEDERAL ESTATE AND GIFT TAXATION 
is especially designed to enlighten the harassed tax 
expert— it is the personal contribution of a man rec- 
ognized as one of the country’s outstanding tax law 
authorities. The material has been carefully assembled 
and analyzed to give a complete, clear, concise dis- 
cussion of the whole subject. 


The material contains discussions of some subjects 
which have never before been treated in connection with 


Estate and Gift Taxation. It includes a history of the 






Gentlemen: 


Please send me further information on 
FEDERAL ESTATE AND GIFT TAXATION, 
by Randolph E. Paul. 


Name 
Street 


City 
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A ‘'MUST’’ FOR ALL TAX EXPERTS 


FEDERAL ESTATE AND 
GIFT TAXATION 


by RANDOLPH E. PAUL 





statutory provisions as well as a statement of the re- 
lated provisions of the statutes, supplemented by the 
text of the pertinent articles of the Regulations. A 
thorough study is made of the judicial development 
and interpretation of the statutes. 


Specific material on your problems is made instantly 
available by use of the special tables included to as- 
sure finger-tip control of all material. There is an all- 
inclusive table of contents, tables of cases and authori- 
ties, a table of cross-reference from the Internal 
Revenue Code to the United States Code and Revenue 
Act of 1926, and a topical index. 


THESE FEATURES, plus the exceptionally 
fine treatment of the text and footnotes, make 
FEDERAL ESTATE AND GIFT TAXATION 
the most complete, comprehensive and forward-looking 


treatise in its field. 


For complete information, mail the coupon to your local law book dealer, or 


LITTLE, BROWN & COMPANY 


34 BEACON STREET 
BOSTON, MASS. 


& 
Publishers of better law books 


for more than a century. 
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Large Corporations Reserve 569% of Income for 
Federal ‘Taxes—Small Corporations, 41% 


Large industrial corporations set aside higher per- 
centages of their earnings for federal income tax 
reserves in the first half of 1941 than small corpora- 
tions, according to a study of 275 company state- 
ments by the Division of Industrial Economics of 
The Conference Board. Seven companies which re- 
ported net income after taxes of $10 million or more 
charged off 55.9% of their net income before taxes 
to federal tax reserves, where as ninety-five companies 
which reported net income of less than $500,000 
charged off 41%. 

Although the seven large companies earned 83% 
more before federal taxes in the first half of 1941 than 
in the first half of 1940, their combined net income 
after taxes and contingency tax reserves was only 
14% higher. The ninety-five small companies, on the 
other hand, earned 93% more before federal taxes than 
in the first half of 1940, and after taxes their net income 
was 51% higher than in the first half of the last year. 

All 275 companies charged off 51.6% of their earn- 
ings this year to tax reserves, as compared with 26.7% 
in the first half of 1940. Earnings before taxes in- 
creased 82%, but net income after federal tax reserves 
was only 20% higher. 


Champagne for Christmas 


Now that the 1941 Revenue Act has become a law, 
lead pencils and tempers are becoming fused into a 
white heat, and everybody is trying to estimate his 
1941 taxes. When the smoke clears many an inter- 
esting situation will be revealed. The purpose of this 
article is to set forth in formula fashion a means of 
looking forward to December 31, 1941, or the end of 
any fiscal year. It seems almost imperative that every- 
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one look forward to the end of his taxable year in order 
to intelligently plan his course of business action be- 
tween now and then. 

Erratic changes in business policies and even a slight 
demoralization of the old and tried hallowed principles 
of the conservative may take place. Surely the ultra 
conservative, and even the mildly conservative busi- 
ness man may be faced with the fact that his past 
teachings are due for a holiday. These seemingly 
Pollyanna remarks are leading up to the factual state- 
ment that many corporations, no doubt, have already 
reached a point in their business year where every 
additional dollar of net operating profit will yield as 
little as 30 cents for Earned Surplus. The difference 
of 70 cents, of course, will be absorbed by taxes. It 
is almost too obvious to mention that under such 
circumstances every extra dollar spent for ordinary 
and necessary business expenses is costing the busi- 
ness man but an approximate 30 cents. 

It is not the prime purpose of this article to advo- 
cate any wild spending or to incite undue liberalism, 
but, as stated above, to present formulae for estimat- 
ing taxes. So let’s be on with the formulae. 


Symbols 


Let S = State Income Tax 
E = Federal Excess Profits Tax 
F = Federal Income Tax—Normal Tax 
X = Federal Corporation Surtax 


Assumed Facts 


1. The business is incorporated. 
2. The calendar year is employed. 
3. Net Operating Profits for eight months ending 


August 31, 1941, is $150,000.00. 
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4. There will be no Declared-Value Excess Profits 
Tax. (Surely, with Capital Stock Tax Re- 
turns due as late as October 29, 1941—most 
concerns should be free of this tax.) 

5. Capital Stock Tax charged to operations in total 
before August 31, 1941. 

$700,000.00. 





6. Total Invested Capital 


State Income Taxes 


Because of the many varying State Income Tax 
laws no patent formula can be presented, but the 
reader can readily fit his own State tax computation 
into this picture. 

In some States the Federal Taxes deductible for 
State Income Tax purpose are only those that have 
actually been paid during the year regardless of 
whether the taxpayer is on an accrual or cash basis. 
In this case every dollar earned after August 31, 
would be taxed at the rate applicable, which in this 
problem we will assume to be 6%. The tax then will 
be 6 cents on each dollar. 

In other States the actual Federal taxes accrued dur- 
ing the year are deductible for State Income Tax pur- 
poses. Under such circumstances the formula would 
read: 





S = .06 ($1.00 — E — F — X) 

This formula will be developed later on, but under 
either of the two above conditions this projection 1s 
very simple. 

Federal Excess Profits Tax 

It matters little whether the “Invested Capital 
Method,” or the “Base Period Income Method” is em- 
ployed. In either case a rough estimate of the Ad- 
justed Excess Profits Net Income should be computed 
at August 31, to determine at what rate every addi- 
tional dollar earned, after that date, will be taxed. 

Further assuming that the adjusted Excess Profits 


Net Income is also $150,000.00, and employing the 
“Invested Capital Method,” the following results: 


Federal Excess Profits Tax 


\djusted Excess Profits Net 


Income $150,000.00 
Invested Capital $700,000.00 
Credit Rate 8% 
Credit Amount $ 56,000.00 
Specific Exemption 5,000.00 
Total Credit 


61,000.00 
Excess Profits Net Income 


Subject to Tax $ 89,000.00 
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The first $50,000.00 of the above is subject to a tax 
of $19,000.00 while the remainder will be taxed at a 
rate of 45%. This rate will hold good until the 
$89,000.00 figure reaches $100,000.00 and at that point 
the tax rate becomes 50%. 

While the Excess Profits Net Income Subject to 
Tax is still under $100,000.00 the formula is: 

E = .45 ($1.00 — S) 
Over $100,000.00 
E = .50 ($1.00 — S) 


Federal Normal Tax on Corporation 


All additional normal income tax in this case will 
be computed at the flat rate of 24%. However, Excess 
Profits Tax and State Income Taxes accrued would 
both be deductible items from the amount taxable 
under this section. The resulting formula is: 


F = .24 ($1.00 E—S) 





Federal Corporation Surtax 


This tax, like Federal Normal Tax on Corporations, 
is computed on taxable net income less Excess Profits 
Tax. Federal Normal Tax is not a deductible item. 
A deduction is permitted for dividends received not to 
exceed 85% of net income. Let it be assumed that 
no dividends are involved herein. The tax rate on the 
first $25,000.00 of such income is 6% and 7% for all 
sums thereafter. Since this company has earned in 
excess of the amount to which the 6% rate applies, 
7% becomes the rate at which additional dollars will 
be taxed. The formula therefore is: 


X = .07 ($1.00 — S — FE) 


Summary of Formulae 
State Income Tax 
S = .06 ($1.00) 
or 


S = .06 ($1.00 — E — F — X) 


Summary of Formulae 
Federal Excess Profits Tax 
Under $100,000.00 
E = .45 ($1.00 — S) 
Over $100,000.00 
E = .50 ($1.00 — S) a 
Federal Normal Tax on Corporation 
F = .24 ($1.00 — E— S) 
Federal Corporation Surtax 


X = .07 ($1.00 — S — EF) 


Solution of Formulae 


State Income Tax 
Accrued Federal Taxes 1941 not deductible: 
S = .06 cents on $1.00 
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Accrued Federal Taxes 1941 deductible: 
S = .06 ($1.00 — E — F — X) 








06 ($1.00 — E — F — (.07 ($1.00 — 
~~ E}) ) 

= 06 ($1.00 — E — F — (.07 — .07S — 
07E) ) 

= 06 ($1.00 — EF — F — .07+.07S+ 
07E) 


= .06 (.93 — .93E — F+.07S) 
= .06 (.93 — .93E — (.24 ($1.00 — E — 
S))+.07S) 
= .06 (.93 — .93E — (.24 — .24E — 
.24S) +.07S) 
= .06 (.93 —.93E —. 24+ .24E+ 245+ 
07S) 
= 06 (.69 — .69E+.31S) 
= .06 (.69 — .69 (.45 ($1.00 — S)) + 
31S) 
= .06 (.69 — .69 (.45 — 45S) +.31S) 
= .06 (.69 — 3105+ .3105S+.31S) 
= .06 (.3795+ .6205S) 
= 02277 + .03723S 
.96277S = .02277 
S = .02365 
For the rest of the problem the first computation 
will be used for States Taxes, namely 6% or 6 cents. 





Federal Excess Profits Tax 
E = .45 ($1.00 — S) 

= .45 ($1.00 — .06) 

= .45 (.94) 

= .423 


Federal Normal Tax on Corporations 
F = .24 ($1.00 — E—S) 
= .24 ($1.00 — .423 — .00) 
= .24 (.517) 
= 12408 — 
‘ederal Corporation Surtax 
X = .07 ($1.00 —S — E) 
07 (.94 — .423) 
= .07 (.517) 
.03619 


Summary of Results 
Net Operating Profit after August 31, 1941 


~ 


I| 


for each $1.00 
Less: 
State Income Tax ; _. .$.06 
Federal Excess Profits Tax 423 
Federal Normal Tax .12408 
Federal Surtax .03619 
Total Taxes 64 
Net Profit for Earned Surplus $ .36 
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The avenues open to a corporation under these cir- 
cumstances should prove to be very confusing to con- 
scientious management and the advice of financial 
experts manifestly interesting. A review of operating 
expenses for the closing months of the period may 
come in for extra scrutiny by the Treasury Depart- 
ment for those who insist upon Caviar with their 
Champagne.—Orley R. Taylor, CPA, Illinois. 

. 2s = 

Motor vehicle license fees collected last year by the 
states totaled $387,747,000, or more than- five and one- 
half times the estimated total cost of the new United 
States battleship, the North Carolina. 


* 


The tax bill of the railroads in 1940 was approxi- 
mately 400 million dollars, the greatest amount for any 
year on record. 


Since New York adopted the first motor vehicle tax 
law in 1901 motorists of the nation have paid out 
$15,500,000,000 to the states in gasoline taxes and 
registration fees. Of that amount, two-thirds was 
collected during the past ten years. 

In 1940 state automotive taxes reached the record-high 
total of $1,328,000,000. If collections continue at that 
level, the states will receive another $15,000,000,000 in 
taxes from their motorists during the next eleven years. 


Oldtimer 


More than any other one person, Durand W. 
Springer is the prototype of our senior Taxtalker. 
The saddest part of our Detroit visit was learning 
that for over a year he had been in the hospital at Ann 
Arbor. He was stricken shortly before last year’s 
convention at Memphis, which we missed. Being in 
the Navy has kept us so remote from CPA gatherings 
that the bad news did not percolate to us. The con- 
vention adopted resolutions praising Oldtimer for his 
unremitting efforts on behalf of his profession, in 
which we joined with a loud “Aye”! 

The following letter to the editor, by the Shoptalker, 
appears on page 358 of the October issue of the Journal 
of Accountancy. 

“T have read with interest and astonishment the article on 
pages 268, 269 and 270 of your September issue. With the 
opinions expressed I have no quarrel. What amazes me is 
that not one of the writers mentioned the all-important tax 
aspects of the question. 

“Admitting that tax angles are too frequently not sound 
accounting, yet their influence is too great to be ignored. 
The Booth case, 21 BTA 148, upholding O. D. 1039 has had a 
profound influence in determining advertising charges. Just 
what effect section 733, Internal Revenue Code (which in 
effect gives permission to reverse the above decisions) will 
have, remains to be seen. That it will have considerable 
effect is hardly to be doubted. 

“Accordingly this letter is designed to call the attention 
of your readers to the tax features so peculiarly omitted.” 


—Lewis Gluick. 












































































































































































































































































































































































DIGESTS O 


IN CURRENT LE#AL PERIODICALS 


POWERS OF APPOINTMENT AND 
DEATH TAXES 


27 Virginia Law Review, June, 1941, 
p. 1070-1078 


The manner in which title passes under 
a power of appointment is extremely diff- 
cult to explain. The two most frequent 
statements are that the appointee is “in by 
the donor’, and, that the instrument exer- 
cising the power relates back to, and is in- 
corporated in, the instrument creating the 
power. The donee is treated as a mere 
conduit of title under these theories, and 
all title is derived from the donor. These 
theories are of little practical use, however, 
since it is immediately evident that the ap- 
pointee takes by virtue of an act of the 
donee, 1. ¢., the exercise of the power, as 
well as by the act of the donor in creating 
the power. This factor is taken into con- 
sideration in the modern idea that while the 
appointee is the successor in title of the 
donor, the title passes to him by reason of 
the act of both donee and donor. But the 
act of the donee is not like any ordinary 
conveyance or devise, and it is here that 
the public policy behind death duties plays 
its part in the law of devolution of title. 


Ordinarily, a donor designates certain 
persons who are to receive the property in 
default of an appointment by the donee. 
The nature of the estates in these takers in 
default becomes important under both the 
state and federal law. 


The problem arose first under state stat- 
utes which taxes the transfer of property, 
either where the power was exercised in 
favor of takers in default, or where the 
property passed to them without an exercise 
of the power. When the former situation 
arose in New York, the court said that the 
remaindermen had a vested interest, and 
that the appointment in their favor was an 
additional evidence of title which could be 
rejected. Quite contrary the rule in 
Massachusetts. 


is 


The problem was presented to the Su- 
preme Court by a case arising under New 
York Law. The Courts, overruling two 
cases, followed the New York rule that 









nothing passed under the power when the 
appointment was to the takers in default. 


The distinction between a general and a 
special power of appointment for tax pur- 
poses arises only under the federal estate 
tax. The relevant state statutes refer only 
to “powers of appointment” and thus cover 
both general and special powers. Ordinarily 
a general power is one exercisable in favor 
of any person the donee may select, includ- 
ing his own estate, or his creditors. It has 
been decided that powers exercisable by 
will only are general inasmuch as the donee 
may still appoint to his estate or his credi- 
tors and thus has all the advantages of 
appointing to himself. However, a power 
to appoint property subject to the approval 
of individual trustees was thought to so 
limit the possible beneficiaries as to be a 
special power. But the character of the 
interest appointed, and the conditions placed 
on its enjoyment, like the mode of exercise, 
do not render a power special. 


The main difficulty in differentiating be- 
tween a general and a special power arises 
when under state law a power is special, but 
it conforms to the usual definition of a 
general power. The fact that the federal 
statute does not define a general power adds 
to the difficulty. Neither is the situation 
helped by such formula as “the court con- 
siders state law only for the purpose of 
determining whether the effect of this law 
upon the language in the grant of power 
so limited the grant that it did not come 
within the congressional standard of a gen- 
eral power.” Under this test language which 
would ordinarily create a general power has 
been heid to create a special power since 
under state law the creditors of the donee 
could not be appointed. 


The wisdom of the federal statute in tax- 
ing only general powers has been criticized 
and the suggestion made that all powers 
should be taxed. The theory of the federal 
tax, however, is that under a general power 
the donee is similar to an owner of the 
property. 

The Fourteenth Amendment does not 
restrict, per se, the number of states taxing 
the same property. However there must 
be some basis for taxation within the states. 
Where the donor’s domicile, and the situs 
of the property are in one state, and the 
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donee’s domicile in another the latter state 
has not been allowed to tax. The main 
reason seems to be that the appointee de- 
rives title from the donor, and nothing 
depends on the law of the domicile of the 
donee, even though the will exercising the 
power is probated in the latter state. But 
where the state law says that the exercise 
of the power is the effective transfer, and 
not the creation, a tax has been imposed 
by the state of the donee’s domicile alone 
Also the state of the domicile of both donor 
and donee has taxed trust property situated 
in another state. 


The power of appointment for all its ills 
is still a very useful device in disposing of 
property. It is a sufficiently workable com- 
bination of an outright gift and the rigid 
form of disposition by way of remainders. 
However, its usefulness has been greatly 
impaired by the stigma attached to it asa 
means of tax avoidance and sometimes eva- 
sion. As a result increasing burdens have 
been placed on it by broadening tax statutes 
It has been suggested that all powers be 
taxed by both state and federal govern- 
ments, covering any property passing by 
the exercise, or as a result of the non- 
exercise, of these powers. Such changes 
have been deplored as, in effect, abolishing 
the power of appointment. The present tax 
statutes seem stringent enough to prevent 
the use of powers for tax evasion. It 1s 
admitted that as yet they do not work 
smoothly, but with sympathetic judicial ad- 
ministration it would seem that the present 
system would be efficient without completely 
destroying the power of appointment as 4 
means of disposing of property. 


CONSUMPTION TAXES 


8 Law and Contemporary Problems, Sum- 
mer, 1941, p. 415-651; published by Duke 
University School of Law 


Federal and state taxation of income, 
state and federal exactions on business enter- 
prise, state and local taxation of property, 
and federal and state duties on successions, 
gifts and transfers—all these forms of mod- 
ern taxation have in recent years received 
attention ranging from the most elaborate 
to at least a satisfactory minimum. Not $0 
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with those taxes which, measured either by 
physical volume of goods flowing into con- 
sumer hands, or by consumers’ money out- 
lay, fall more upon the economic process of 
consumption than upon production, prop- 
erty or income. 


Nevertheless, consumption taxes now rep- 
resent a Significant part of the total yearly 
tribute that is Caeser’s; indeed, taxes of this 
denomination will not uncommonly exceed 
in fiscal productivity the yield from more 
established sources. A comparative late- 
comer, especially in the states and local 
political subdivisions, consumption taxation 
can no longer be cavalierly dismissed as a 
transient interloper. It is here to stay as an 
effective further mode of raising the vast 
sums of public monies necessitated by Gov- 
ernment’s ever-expanding role. Beyond 
this, this species of tax pressing on the eco- 
nomic arteries of the body politic, is pecu- 
liarly available for effectuation of the rising 
philosophy of socio-economic control through 
tax techniques, whether the nation be at 
war or peace. Its place in the taxing sys- 
tems of tomorrow is thus doubly guaran- 
teed. These considerations would seem 
amply to warrant an inquiry into the prob- 
lems raised by introduction of consumption 
taxation as major taxing device. 

































CHARACTERISTICS, DEVELOP- 
MENTS AND PRESENT STATUS 
OF CONSUMPTION TAXES 


Paul Studenski, Professor of Economics, New 
York University 


8 Law and Contemporary Problems, Sum- 
mer, 1941, p. 417-429; published by Duke 
University School of Law 


Many and varied are the classifications of 
taxes devised by scholars in the past, but 
nearly all of them agree as to the existence 
of a category of exactions conveniently de- 
nominated as “consumption taxes.” The 
present writer prefers a fourfold classifica- 
tion of taxes, made according to their eco- 
nomic characteristics, into (1) taxes on 
income in the process of production previous 
to its breakdown into differentiated shares 
to the various participants in- production, 
represented by various business and occupa- 
tional taxes; (2) taxes on income distrib- 
uted, represented by the personal income tax 
and by the various classified or objective 
income taxes applicable to different types of 
income, such as salaries, wages, profits, divi- 
dends, interest, and net rent; (3) taxes on 
income consumed, as defined above, and (4) 
taxes on income saved, 1. e., duties on suc- 
cessions, gifts and transfers of property. 


The foremost distinguishing characteristic 
of consumption taxes is that they are levied 
on individuals as consumers rather than as 
producers, property owners, or simply re- 
cipients of incomes, and are adjusted to 
their consumption habits rather than to their 
wroductive activities, property holdings, or 
incomes. Thus, they are applied, as a rule, 
‘0 certain selected types of consumption and 
lot to others, the selection or exemption 
eing based in each case upon a variety of 
‘considerations which it is not necessary 
‘ere to review in detail. 


The second important characteristic of 
‘consumption taxes is that they are made to 
‘ary in amount with the character and ex- 
‘ent of consumption expenditures of indi- 
tiduais. By changing their consumption 
abits, individuals may alter the amounts 
t consumption taxes they have to pay. 





























































































DIGESTS OF ARTICLES ON TAXATION 


The third characteristic of these taxes is 
that they apply only to the spendable portions 
of the incomes of individuals and spare the 
saved parts thereof, and that they tend to 
be regressive inasmuch as the poor spend 
larger proportions of their incomes on con- 
sumption than do the rich. The regressivity 
of the consumption taxes, however, must 
not be exaggerated, nor does it necessarily 
condemn them. 


The fourth characteristic of consumption 
taxes is that they generally are imposed on 
the act of sale or purchase of the articles 
or services to be consumed, are collected 
from the vendors, and are expected to be 
passed on by the latter to the consumers 
in the form of higher prices. They are, 
therefore, indirect in character. 


The fifth characteristic of consumption 
taxes is that they are imposed on goods and 
services in a finished state and at a point in 
the productive and distributive process 
which is fairly close to the consumer, such 
as the retailer’s, wholesaler’s, or, at the most, 
the manufacturer’s sale of the objects in 
question. The imposition of these taxes 
on goods and services ready for consump- 
tion rather than on raw materials or other 
producer goods permits the introduction of 
differentiations in their rates of imposition 
in accordance with differences in the quali- 
ties of consumer goods and services and in 
the uses made of them. 


Delineation of the distinguishing charac- 
teristics of consumption taxes provides a 
basis for defining the field of these taxes. 
It must, first of all, include internal taxes, 
or “excises” as they are generally called, on 
various consumer commodities, such as liq- 
uor, tobacco, sugar, soft drinks, salt, yeast, 
playing cards, cosmetics, automobiles, gaso- 
line and narcotics, and also on consumable 
services, such as amusements, travel, betting, 
lotteries, hotel and restaurant services, tele- 
phone service, and the like. The field must 
also include the so-called “use taxes” on au- 
tomobiles, carriages and other durable 
goods, and taxes on living quarters, main- 
tenance of servants, keeping of dogs, and 
like things, since they possess most of the 
characteristics of consumption taxes and re- 
semble very closely the “excises.” But it 
should probably not include agricultural 
processing taxes which are intended to help 
farmers to secure better prices without re- 
gard to whether the processors or the con- 
sumers may have to pay them. These taxes 
have more the characteristics of production, 
or business taxes, than of consumption 
taxes. 

Secondly, the list of consumption taxes 
must include duties on the imports of vari- 
ous consumable products, such as wines, 
liquor, sugar, coffee, tea, cocoa, spices and 
the like. Thirdly, the class of consumer 
taxes should include the three main cate- 
gories of general sales taxes, namely, the 
retail sales tax, the wholesaler’s sales tax, 
and the manufacturer’s sales tax. Fourthly, 
the list of consumption taxes should include 
the net profits of fiscal monopolies engaged 
in the manufacture or distribution of con- 
sumable products ordinarily subjected to 
excise taxation, such as liquor, tobacco, su- 
gar, salt, matches, and the like. And in the 
fifth place, the list of consumption taxes 
should include the so-called “octrotv’ duties, 
which are levied in some European coun- 
tries at the city gates on goods brought in 
from country districts. They are excises 
on the food of the urban populations, col- 
lected from the vending farmers. 
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Consumption taxes may be classified ir 
various ways. According to their relation 
to the subjects taxed, they must be distin- 
guished as (1) direct, i. e., collected directly 
from consumers, and (2) indirect, 1. e., col- 
lected through vendors. 


According to their scope, consumer taxes 
should be classified as (1) general consumer 
taxes, such as general retail, wholesale, 
manufacturer’s sales taxes, and (2) selec- 
tive or special consumer taxes, such as liq- 
uor excises, tobacco excises, gasoline taxes, 
and special “use taxes.” 


On the basis of economic characteristics 
of the consumption involved, 1. ¢., the ur- 
gency of the wants served thereby, the con- 
sumer taxes should be classified as (1) those 
levied on necessities; (2) those levied on 
semi-luxuries; (3) those levied on luxuries, 
and (4) those levied on objects of harmful 
consumption, such as narcotics. 


Classification on the basis of the physical 
characteristics of the objects taxed would 
divide consumption taxes into those levied 
on (1) foods, (2) beverages, (3) other goods, 
and (4) services. This classification is used 
in a number of foreign treatises, but it is not 
particularly illuminating. 


According to their administrative charac- 
teristics consumption taxes should be clas- 
sified as (1) internal duties, or excises, (2) 
customs duties, (3) fiscal monopolies and 
(4) “octrot duties.” 


Finally, according to the objects of their 
levy they should be classified into (1) those 
levied primarily for revenue purposes and 
(2) those levied primarily for ag of 
control of the consumption involved, 1. ¢., 
for the safeguarding of public health ene 
morals. Some of the latter taxes are some- 
times called “sumptuary taxes.” 


Historically, customs duties have preceded 
the excises. In fact, they constitute prob- 
ably the oldest form of taxation. “They 
seem to have been called customs,” says 
Adam Smith, “as denoting customary pay- 
ments which had been in use from time 
immemorial.” They appear to have been 
originally considered as taxes upon the 
profits of merchants. 


The indirect internal taxes on consump- 
tion are relatively modern. The Dutch and 
English excises are only three hundred years 
old, and the corresponding branches of 
revenue in other countries are even more 
recent. This type of taxation had its his- 
torical roots in the prerogatives of the feu- 
dal overlords as expressed in market fees 
and tolls and in customs duties, and it could 
develop only when production for one’s own 
consumption gave way largely to production 
for exchange and when monetary transac- 
tion became all-persuasive. 


The early forms of excises were extreme- 
ly oppressive in character, since they were 
applied as a rule to prime necessities like 
salt, vinegar, candles and coal, were imposed 
at rates manifoldly increasing the prices of 
these articles to the consumers and were 
collected frequently through unscrupulous 
private agents interested only in deriving 
the utmost profit for themselves from 
their collection and treating the taxpayers 
in a most high-handed fashion. As a result, 
the consumption taxes became so unpopu- 
lar in the middle of the eighteenth century 
that their further spread was halted for 
a while. 


But the state could not get along with- 
out consumption excises. Nor did fiscal 
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justice really require that it give them up. 
The trouble with the existing excises was 
not that they were inherently unjust, but 
rather that they were improperly organ- 
ized, and levied under unfavorable social, 
economic and political circumstances. 


This reorganization of consumption taxes 
during the nineteenth century took several 
directions. First of all, the taxes on neces- 
sities were either repealed outright or were 
greatly moderated as to their rates. Sec- 
ondly, the vicious system of exemption of 
certain privileged groups of society from the 
payment of the excises, inherited from feu- 
dal times, was abolished. Thirdly, the sys- 
tem of collection at the points of manu- 
facturing or wholesaling of the articles in 
question, where they could be found in 
greatest concentration, easily recorded and 
appraised, and whether the taxes could be 
collected in bulk. In the fourth place, the 
administrative personnel charged with the 
collection of the excises was improved 
through the substitution of a fixed compen- 
sation for the old system of payment of 
commission or fees for the work, introduc- 
tion of a system of appointment and pro- 
motion on the basis of merit elimination of 
eraft and other like reforms. 


Consumption taxes at the present time 
normally furnish in most countries between 
30 and 50 per cent of the combined national 
and local revenues. The lowest proportion 
among 23 countries examined by the author 
is found in the United States, where it is 28 
per cent; the highest obtains in Finland, 
where it is 60 per cent. Other countries 
with a very high proportion of consumption 
taxes, ranging between 50 and 52 per cent, 
are Ireland and, before their absorption 
Germany and Russia, Poland, Estonia and 
Yugoslavia. 


After making a survey of the countries, 
the author concludes that the consumer 
taxes in the United States and Great Britain 
are limited, in the main, to a few articles 
associated with a relatively high standard of 
living of the population, but are spread in 
Germany and Italy over practically the en- 
tire field of consumption and bear quite 
heavily upon necessities. The field of con- 
sumption taxes, although quite old, is by 
no means out of harmony with the spirit 
of modern times. It has shown great adap- 
tability to changing economic conditions and 
is here to stay. 


DISTRIBUTION OF THE CONSUMP.- 
TION TAX LOAD 


James W. Martin, Director, Bureau of Busi- 
ness Research and Professor of Eco- 
nomics, University of Kentucky 


8 Law and Contemporary Problems, Sum- 
mer, 1941, p. 445-456; published by Duke 
University School of Law 


Tax students who have studied the dis- 
tribution of the consumption tax load at- 
tack it theoretically from the angle of its 
effect on prices. The problem, thus, be- 
comes one of incidence in the narrower 
economic sense of the word. Studied from 
this point of view, the variables which must 
be analyzed differ depending on the ap- 
proach adopted. One stimulating and sig- 
nificant study places primary emphasis on 
whether the taxpayer subject to a commod- 
ity tax is a competitive or a monopolistic 
producer. In each instance these writers 
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examine the problem according to the form 
of tax imposed—whether a specific, ad va- 
lorem, gross receipts, lump sum, or net 
return levy. An earlier student has sug- 
gested that the problem may be formulated 
in terms of whether transactions involved 
are all competitive, whether sellers produce 
at increasing costs, whether capital and la- 
bor employed in production are mobile or 
otherwise, and whether taxes are on the 
margin or on surplus. Still another writer 
has recently couched his inquiry primarily 
in terms of cost conditions among taxpay- 
ers. Some or all of these, together with 
other writers, also stress, among other fac- 
tors, the question as to whether the taxes 
imposed apply to all or only a part of the 
competitive business; whether the rates are 
graduated, and how the proceeds of the 
taxes are actually expended. 


Numerous varieties of statistical and other 
evidence are available respecting the larger 
consequences of sales taxes. Some of thes¢ 
effects are inclusive of incidence and some 
of them are exclusively secondary in the 
sense that they do not include price read- 
justments. One class of effects arises from 
sales taxes imposed for restrictive purposes. 
Most of these measures seek to divert con- 
sumption from one channel to another. 


In three respects consumption taxes have 
significantly restrictive effects even though 
imposed solely for revenue purposes: (1) 
violation of customary price, (2) elasticity 
of demand, and (3) inadequate administra- 
tion. The effect most frequently overlooked 
is that arising from interference with cus- 
tomary prices. 


It is important to find the reasons for 
poor administration and, in analyzing the 
distribution of the tax load, to consider the 
extent to which these imperfections can be 
eliminated. The most pervasive reasons for 
maladministration are lack of efficiency and 
of financial support. The main cure for the 
former appears to be improvement of field 
and office personnel, installation of a good 
system, and exclusion of partisanship from 
administrative policies. It is perhaps prac- 
tically impossible to secure sufficient tax 
administration support, particularly because 
of the erroneous belief that performance at 
low cost means efficiency. <A third factor 
contributing to inferior administration is our 
federal type of government. Impairment 
by this factor depends on the tax measure 
as well as on the geographical location of 
the state. Still a fourth variable bearing on 
administrative efficiency is margin of profit 
to the bootlegger. If the tax dodger can 
make a big gain from each operation the 
amount of evasion is likely to be much 
greater than if the income on each transac- 
tion is small. 


THE TAXABLE TRANSACTION IN 
CONSUMERS’ TAXES 


Sherman P. Cohen 


8 Law and Contemporary Problems, Sum- 
mer, 1941, p. 530-541; published by Duke 
University School of Law 


In the law of sales a distinction is drawn 
between the sale of goods and the furnish- 
ing of services. This distinction lies at the 
basis of many of the sales tax cases. While 
some few statutes include certain limited 
types of services, the majority either make 
a specific exclusion, or exclude by reason 
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of their statutory or common-law definition 
of a “sale.” Services which are entirely di- 
vorced from any transfer of ownership oj 
property are, therefore, clearly not subject 
to the tax. 


Litigation has revealed some four factors 
which will be considered by most courts in 
determining the taxability of tangible per- 
sonal property transferred in conjunction 
with a service rendered: first, the percentage 
of value of the property transferred to the 
total charge collected; second, the primar 
desire of the usual purchaser in entering into 
the transaction, whether to obtain materials 
of good quality or to secure a skillful service 
individualized to his needs; third, the ease 
with which the same article, in like quan- 
tity, may be obtained from some taxable 
source; and fourth, the established trade 
practice in billing. Judgments under these 
criteria are difficult to make. Except under 
the first factor, in cases falling within the 
rule of de minimis, no one factor will itseli 
be determinative. It is likely, furthermore, 
that these criteria do run counter to the tax 
exemption given by the minority of juris- 
dictions to the optometrist, and to the prin- 
ter working on special orders. 


Further, there are the situations which 
because of the lack of a transfer of legal 
title, are not, strictly speaking, “sales,” but 
which are nevertheless specifically included 
in the statutes of certain states. A too lit- 
eral regard for this language is often un- 
warranted. The courts have frequently 
held that the legislators did not mean what 
literally they had enacted, but rather in- 
serted the added language to cover an at- 
tempted tax evasion by making a “sale” 
under some other guise. 


Transactions whereby the possession oi 
the property is transferred but the seller 
retains the title merely as security for pay- 
ment of the selling price, are always held to 
be taxable as “sales.” In any jurisdiction 
when a contract for rental, lease, or bail- 
ment is in fact a contract to sell such prop- 
erty, as evidenced by the fact that the lessee 
or bailee agreed to pay an amount substan- 
tially equivalent to the purchase price, or 
had the option of becoming the owner by} 
complying with contract terms, the subter- 
fuge will be struck aside and a tax collected. 

The courts have been almost uniform in 
holding that the profit motive is not essen- 
tial to the creation of a taxable “sale.” Nor 
need a sale be for money in order to fall 
within the sales tax act; it need only be “for 
a valuable consideration.” 


The sales tax applies to the sale of ‘‘tan- 
gible personal property.” Because most 
statutes do not contain a workable definition, 
the distinctions between tangible and intan- 
gible property, personalty and realty, are 
usually the same as those of the common 
law. Tangibles consist of things or sub- 
stances which may be touched, felt, ot 
observed; things that are “perceptible, pal- 
pable, capable of being possessed or real- 
ized.” Intangibles, which are not taxable. 
include shares of stock, bonds, corporate oF 
other franchises, evidence of interest 1 
property, evidences of indebtedness, ani the 
like. Services, already discussed, might wel! 
be considered intangible, as well as rights 
to use, to consume, to reproduce, etc. 
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The Famous Montgomery Tax Books 


High Authority; 
Practical Advice 


The Montgomery tax books are 
practical material, for those who have 
to carry the business responsibility 
of the tax job. They are the work of 
a leading tax authority, and rooted 
in the experience of an organization 
of lawyers and professional account- 
ants who handle in their practice 
hundreds of tax questions. 


Robert H. Montgomery is a Coun- 
sellor-at-law; a Certified Public Ac- 
countant; author of Auditing. of 
Federal Tax Practice, and, since 1917, 
of successive editions of his famous 
Federal Tax Handbooks. 


In these Handbooks you get the 
benefit of cross-currents, recommen- 
dations, and conclusions from count- 
less cases where the author and the 
legal and accounting experts asso- 
ciated with him have had to take the 
responsibility of decision. 

Montgomery’s Tax Books are not 
paralleled; not duplicated. That it 
pays to use them is shown by their 
continuous use by corporation officers, 
accountants, lawyers, and bank men 
through 19 preceding issues — these 
1941-42 volumes are the 20th. 





Taxes on Corporations 


A BRAND new volume, specially prepared to meet the unusually difficult 
requirements which this year confront all who are working with corporation 
taxes. Answers your need for complete information, in one place and freed 
from all irrelevant matters, on those aspects of corporate taxation that are going 
to give most trouble. 


It concentrates particularly on It applies wide experience under 
straightening out the intricacies of the successive excess profits tax laws ex- 
excess profits tax, in the application of tending back to world-war days, to 
which lie so many traps for the un- help a company elect and follow 
wary. No excess profits tax return’ through, under the many options pro- 
should be filed, and no extraordinary, vided, the course best suited to its par- 
important, or intercompany transac-_ ticular needs; to explain the methods 
tion should be effected, without review of determining invested capital, admis- 
of the unique, interpretative counsel in sibility of assets, base period earnings, 


this new volume. ; credits, exemptions, qualifications for 
It explains the requirements of the _ special relief. 
law, including the changes in manner Throughout it helps you to find 


of computing the excess profits tax, alternative and perhaps more favor- 
unraveling the mazes as you meet them able courses; points out important 
in applying the statute to practical consequences of specific action, par- 
business situations; interprets the ef- ticularly if conditions change; helps 
fect of significant Treasury rulings see the possibly limiting effects of 
and court decisions. precedents you may establish. 







Also: 1941-42 Edition of Covers Corporation 


Normal Taxes; Other Taxes 


Determination of a corporation’s excess profits tax 


Federal Taxes on Estates, inivstgec ig acocs normal income tax 


for computing these latter taxes, and covers prepa- 
ration of returns. It takes up problems of policy 


3 
f presented by the taxes on undistributed profits of 
Tu ~ S., a n ] ~ corporations ; decisions to be made under the capital 


The complete, outstanding treatment 
of these taxes—for executors and ad- 
ministrators; for trust officers, attor- 
neys, and accountants; property own- 
ers and beneficiaries. 

Covers the application of federal 
estate and gift taxes, as well as the in- 
come tax problems peculiar to estates 
and trusts. It brings the entire situa- 
tion down to date; interprets the law, 
court decisions, and official rulings into 
plain statements of advice and pro- 
cedure. 

The counsel, suggestions, and warn- 
ings presented afford a unique and con- 
stantly useful foundation in determin- 





RESERVE YOUR COPIES NOW. This year, whatever back- 

ground of tax skill or tax information you have, you can’t afford not 
to take advantage of this kind of counsel. Books will be issued in ample 
time for your requirements; use form at right to get your order on file. 





stock and — value excess profits tax ; require- 
: : : ments to obtain a deduction for amortization of 
ing | legal and accounting questions emergency facilities. Superbly _ in- ‘ as 
arising the year round in handling dexed ; you are getting maximum infor- 8&7 50 
property. mation, at maximum reference speed. 1} e 

With today’s drastic rates, taxpayers 

and their counsel should know and be | 
one to take advance OC maces Der aaa ee 


mitted by law to reduce tax liability. THE RONALD PRESS COMPANY 


The discussion of such means in Mont- 
Dept M546, 15 East 26th St., New York, N.Y. 


1 

! 

gomery’s book will repay closest study. 
An important feature is the chapter on | _ Please send us, as soon as issued, Montgomery’s 
, 1941-42 tax books as checked below: 
! 
! 
' 


tion of estates. Effects of federal in- 


minimizing taxes in planning disposi- 
come, gift, and estate taxes are coordi- C) Excess Profits and Other Federal Taxes on 


nated throughout so that methods of Corporations ee SEE eee $7.50 
sak te at gr oer —_ ' (Federal Taxes on Estates, Trusts, and Gifts........... 7.50 
——a— ee a ee 87.00 | Within 5 days after receiving books we will send 


| payment in full, plus a few cents for delivery. 
(We pay delivery charges if you remit with order. ) 

Company or 

Firm Name............ sei gh a lk ts SAB oh 
(Must be filled in unless you remit with order) 

By (your name).... sioiistinise vnevc conadato, ce 


Business Address 


The Ronald Press Company, Publishers {0002222222220 88 























































































































































































































































































































































































































STATE TAX CALENDAR 


1941 DECEMBER 1941 


SD 
SUN, MON. TUE, WED. THU. FRI. SAT. 


~12345 6i, Voc 


7 8 9 10111213: 
14 15 16 17 18 19 20 
21 22 23 24 25 26 27 


28 29 30 31 «» «nae 7 


ALABAMA 
Dec. 1—— 
Automobile dealers’ reports due. 
Dec. 10—— 


Alcoholic beverage reports due from whole- 
salers, distributors and retailers. 
Automobile dealers’ reports due. 
Oil and gas conservation tax due. 
Tobacco use tax and reports due. 
Dec. 15—— 
Gasoline tax reports due from carriers, 
warehouses and transporters. 
Income tax (fourth installment) due. 
Lubricating oils tax reports due from car- 
riers, warehouses and transporters. 
Motor carriers’ mileage reports and tax 
due. 
Dec. 20—— 
Automobile dealers’ reports due 
Coal and iron ore mining tax reports and 
payment due. 
Gasoline tax reports and payment due. 
Lubricating oils taxes and reports due. 
Motor fuel tax reports and payment due. 
Sales tax reports and payments due. 
Dec. 31—— 
Carbonic acid gas reports due. 
Property tax—last day to pay balance. 


ARIZONA 

Dec. 5—— 

Alcoholic beverage licensee reports due. 
Dec. 15—— 

Gasoline tax reports and payment due. 

Gross income reports and payment due. 

Motor carriers’ reports and taxes due. 
Dec.—Third Monday—— 

Express companies—last day to pay tax. 

Private car company taxes delinquent. 
Dec. 25—— 

Motor fuel carriers’ reports due. 


ARKANSAS 
Dec. 10—— 
Alcoholic beverage reports and taxes due. 
Motor fuel carriers’ reports due. 
Natural resources—statement of purchases 
due. 
Natural resources severance tax reports 
and payment due. 
Dec. 15— 
Wine manufacturers’ reports and taxes 
due. 
Dec. 20—— 
Gross receipts tax reports and payment 
due. 
Motor fuel tax and reports due. 
Use fuel tax and reports due. 


CALIFORNIA 
Dec. 1—— 
Gasoline tax due. 
Dec. 5— 
Private car tax due. 





Dec. 15— 
Distilled spirits reports and tax due. 
Gasoline tax reports due. 
Motor carriers’ license fees due. 
Personal income tax (third installment) 
due. 
Use fuel taxes and reports due. 
Dec. 20—— 
Beer and wine reports and taxes due. 
Motor carriers’ gross receipts tax due. 


COLORADO 

Dec. 5—— 

Motor carriers’ compensation taxes due. 
Dec. 10—— 

Motor carriers’ reports due. 

Wholesalers’ alcoholic beverage reports 

due. 

Dec. 14—— 

Sales tax reports and payment due. 

Use tax reports and payment due. 
Dec. 15— 

Coal mine owners’ reports due. 

Coal tonnage tax reports due. 

Income tax (fourth installment) due. 

Service tax reports and payment due. 
Dec. 25—— 

Gasoline tax reports and payment due. 
Dec. 31—— 

Motor vehicle registration due. 


CONNECTICUT 
Dec. 1—— 
Gasoline tax due. 
Dec. 10—— 
Cigarette distributors’ reports due. 
Dec. 15— 
Gasoline tax reports due. 


Dec. 20—— 
Alcoholic beverage tax reports and pay- 
ment due. 
DELAWARE 
Dec. 15—— 


Alcoholic beverage reports due from im- 
porters and manufacturers. 

Filling station’s gasoline tax reports due. 

Income tax (fourth installment) due. 

Dec. 31— 

Carriers’ gasoline tax reports due. 

Distributors’ gasoline taxes and reports 
due. 


DISTRICT OF COLUMBIA 
Dec. 10—— 

Alcoholic beverage reports due from li- 
censed manufacturers, wholesalers and 
retailers. 

Beer reports due from licensed manufac- 
turers and wholesalers. 

Dec. 15— 
Beer tax due. 
Dec. 31—— 
Gasoline tax reports and payment due. 


694 


1941 DECEMBER 1941 


——————————————————— es 
SUN. MON, TUE. WED. THU. FRI. SAT. 
SST 


«» 123 45 6 
7 8 9 1011 12 13 
1415 16 17 18 19 20 
21 22 23 24 25 26 27 
28 29 30 31 «» «» «» 





FLORIDA 
Dec. 10—— 
Alcoholic beverage reports due from deal- 
ers and manufacturers. 
Dec. 15—— 
Alcoholic beverage reports due from trans- 
porters and carriers. 
Carriers’ gasoline reports due. 
Gasoline tax reports and payment due. 
Motor fuel use tax and reports due, 


GEORGIA 

Dec. 10— 

Tobacco wholesale dealers’ reports due. 
Dec. 15—— 

Malt beverage taxes and reports due. 
Dec. 20—— 

Bank share tax delinquent. 

Gasoline tax reports and payment due. 

Intangible personal property tax delin- 

quent and interest-bearing. 
Property tax delinquent and interest-bear- 


ing. 
Dec. 31——- 
Chain store and mail order house tax due. 
IDAHO 
Dec. 9—— 


Motor carriers’ gross revenue reports due. 
Dec. 10—— 

Beer dealers’ reports due. 
Dec. 15—— 

Electric power company reports and taxes 

due. 

Gasoline tax reports and payment due. 
Dec.—Fourth Mouday—— 

Personal property tax due. 

Real property tax (semi-annual install- 


ment) due, 
ILLINOIS 
Dec. 10—— 
Motor carriers’ mileage tax due. 
Dec. 15—— 
Alcoholic beverage reports—last day to 
file. 
Alcoholic beverage reports due from ware- 
housemen. 


Cigarette tax returns due. 

Oil producers’ or managers’ reports due. 

Public utility reports and taxes due. 

Sales tax reports and payment due. 

Small loan company licenses renewable. 
Dec. 20—— 

Gasoline tax reports and payment due. 
Dec. 30—— 

Feedstuffs annual license fees due. 

Transporters’ gasoline tax reports due. 


INDIANA 
Dec. 15—— 
Bank and trust company intangibles tax 
reports due. 
Bank share tax reports due. 
Carriers’ gasoline tax reports due. 
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Dec. 20—— 
Bank and trust company intangibles tax 
due. 
Bank share tax due. 
Building and loan association intangible 
tax reports and payment due. 
Dec. 25—— 
Gasoline taxes and reports due. 
Private car company taxes due. 


IOWA 
Dec. 10— 
Carriers’ gasoline tax reports due. 
Class ‘‘A’’ permittees’ beer taxes and re- 
ports due. 
Reports of vendors of cigarettes, cigarette 
papers, etc., due. 


Dec. 20—— 
Gasoline taxes and reports due. 
Dec. 31—— 
Last day to pay pipe line company inspec- 
tion fees. 
KANSAS 
Dec. 10 





Malt beverage taxes and reports due. 

Dec. 15—— 
Carriers’ gasoline tax reports due. 
Compensating taxes and reports due. 
Motor carriers’ gross ton mileage taxes 

and reports due. 

Dec. 20—— 
Bank share tax due. 
Property tax (first installment) due. 
Sales tax reports and payment due. 

Dec. 25—— 
Gasoline taxes and reports due. 

Dec. 31 
Express companies—last day to pay tax. 





KENTUCKY 
Dec. 10—— 
Alcoholic beverage reports due. 
Amusement and entertainment tax and re- 
ports due. 
Refiners’ and importers’ gasoline tax re- 
ports due. 
Dec. 15—— 
Motor vehicle fuel (other than gasoline) 
taxes and reports due. 
Passenger carriers’ mileage tax due. 
Public utility gross receipts taxes and re- 
ports due. 
Dec. 20—— 
Oil production taxes and reports due. 
Dec. 31 
Dealers’ and transporters’ gasoline taxes 
and reports due. 





LOUISIANA 
Dec. 1—— 
Wholesalers’ tobacco reports due. 
Dec. 10—— 
Importers’ gasoline taxes and reports due. 
Importers’ kerosene taxes and reports due. 
Importers’ light wines and beer reports 
due. 
Importers’ lubricating oils reports due. 
Dec. 15— 
Carriers’ gasoline tax reports due. 
Carriers’ kerosene tax reports due. 
Carriers’ light wines and beer reports due. 
Carriers’ lubricating oils reports due. 
Intoxicating liqnuor manufacturers’ and 
dealers’ reports due. 
Wholesalers’ tobacco reports due. 
Dec. 20-—— 
Dealers’ and manufacturers’ light wines 
and beer tax reports due. 
Dealers’ gasoline taxes and reports due. 
Dealers’ kerosene taxes and reports due. 
Fuel use taxes and reports due. 
Lubricating oils tax due; dealers’ reports 
due. 
New Orleans sales and use taxes and re- 
ports due. 
Petroleum solvents reports due. 
Dec. 31—— 
Bank share tax due. 
Foreign corporation reports due. 
Property tax due. 
Public utility supervision and inspection 
fees due. 
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MAINE 
Dec. 10 
Cigarette dealers’ and distributors’ reports 
due. 


Manufacturers’ and wholesalers’ malt bev- 
erage reports due. 
Dec. 15—— 
Railroad and street railroad tax (install- 
ment) due. 
Use fuel tax and reports due. 
Dec. 31—— 
Gasoline tax and reports due. 


MARYLAND 
Dec. 10—— 
Admissions tax payment due. 
Dec. 15—— 


Income tax (fourth installment) due. 
Dec. 30—— 
Reports due from purchasers of motor fuel 
in cargo lots. 
Dec. 31—— 
Beer tax reports and payment due. 
Gasoline tax reports and payment due. 


MASSACHUSETTS 
Dec. 10—— 
Alcoholic beverage excise taxes and re- 
turns due. 
Dec. 15—— 
Cigarette distributors’ tax reports and pay- 
ment due. 
Dec. 31—— : 
Gasoline tax reports and payment due. 
Motor vehicle registration and fees due. 


MICHIGAN 
Dec. 1—— 
Gas and oil severance taxes and reports 
due. 
Steam vessel tonnage taxes and returns 
due. 
Dec. 5—— 


Carriers’ gasoline tax reports due. 
Dec. 15—— 

Sales tax reports and payment due. 

Use taxes and reports due. 


Dec. 20—— 
Distributors’ gasoline taxes and reports 
due. 
MINNESOTA 
Dec. 10—— 


Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage reports due. 
Dec. 15—— 
Interstate motor carriers’ mileage tax due. 
Dec. 25—— 
Gasoline tax payments due. 


MISSISSIPPI 
Dec. 1—— 

Bank share tax due. 

Electric light and power, express, pipe 
line, sleeping car, telegraph and tele- 
phone company taxes due. 

Factory reports due. 

Dec. 10—— 
Admission tax and reports due. 
Dec. 15—— 

Gasoline tax reports due. 

Income tax (fourth installment) due. 

Manufacturers, distributors’ and whole- 
salers’ tobacco reports due. 

Sales tax and reports due. 

Timber severance reports and taxes due. 

Use tax and reports due. 

Wholesalers’, distributors’, retailers,’ and 
common carriers’ light wines and beer 
reports due. 


MISSOURI 
Dec. 1—— 
Income tax (fourth installment) due. 
Dec. 5—— 
Non-intoxicating beer permittees’ reports 
due. 
Dec. 15— 
Gasoline tax reports due. 
Retail sales tax and reports due. 
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Dec. 25—— 
Gasoline tax due. 
Use fuel reports and tax due. 


MONTANA 
Dec. 15—— 
Brewers’ and liquor wholesalers’ taxes and 
reports due. 
Electric company reports and taxes due. 
Gasoline tax reports and payment due. 
Dec. 20— 
Producers’, transporters’, dealers’ and re- 
finers’ crude petroleum reports due. 


NEBRASKA 
Dec. 1—— 
Domestic insurance company premiums tax 
due. 
Personal property tax (first installment) 
due. 
Dec. 15—— 


Gasoline tax reports and payment due. 

Imitation butter tax and reports due. 

Manufacturers’ and wholesalers’ alcoholic 
beverage reports due. 


NEVADA 

Dec.—First Monday—— 

Property tax (first installment) due. 
Dec. 15—— 

Carriers’ gasoline tax reports due. 
Dec. 25—— 

Dealers’ gasoline taxes and reports due. 

Use fuel tax report and tax due. 


NEW HAMPSHIRE 





Dec. 1 
Gasoline tax due. 
Property tax due. 
Dec. 10—— 
Alcoholic beverage taxes and reports due. 
Dec. 15— 
Gasoline tax reports due. 


NEW JERSEY 
Dec. 1 


Public utilities using the streets—third in- 

stallment of tax due. 
Dec. 10—— 

Busses and jitneys in municipalities—gross 
receipts taxes and reports due. 

Interstate busses—excise taxes and reports 
due. 

Dec. 15—— 

Manufacturers’, distributors’, transport- 
ers’, warehousemen’s and importers’ al- 
coholic beverage reports and taxes due. 

Dec. 20—— 

Retail consumption and distribution alco- 

holic beverage taxes and reports due. 
Dec. 30—— 

Carriers’ gasoline tax reports due. 

Dec. 31 

Distributors’ gasoline taxes and reports 
due. 








NEW MEXICO 
Dec. 1—— 
Bank tax (first half) delinquent. 
Property tax (semi-annual installment) 
due. 
Dec. 15—— 
Occupational gross income tax reports and 
payment due. 
Oil and gas conservation tax reports due. 
Severance taxes and reports due. 
Dec.—Third Monday— 
Express companies—last day to pay tax. 
Dec. 20—— 
Motor carriers’ reports and taxes due. 
Dec. 25—— 
Gasoline taxes and reports due. 
Use or compensating taxes and reports 
due. 


NEW YORK 
Dec. 20—— 


Alcoholic beverage taxes and reports due. 
Dec. 25—— 


New York City conduit company taxes and 
reports due. 
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New York City public utility excise tax 
and returns due. 
Publie utility additional taxes and reports 
due. 
Dec. 31 
Gasoline taxes and reports due. 





NORTH CAROLINA 
Dec. 10 
Alcoholic beverage tax and railroad reports 
due. 
Carriers’ gasoline tax reports due. 
Dec. 15— 
Sales tax and reports due. 
Spirituous liquor tax due. 
Use tax and reports due. 
Dec. 20—— 
Distributors’ gasoline taxes and reports 
due. 
Franchise bus carriers’ and haulers’ re- 
ports and taxes due. 





NORTH DAKOTA 
Dec. 15—— 
Alcoholic beverage transactions taxes and 
reports due. 
Gasoline tax reports and payment due. 
Income tax (fourth installment) due. 
Interstate motor carriers’ tax due. 
Dec. 31—— 
Bank share tax due. 


OHIO 
Dec. 10—— 
Admissions taxes and reports due. 
Class ‘‘A’’ and ‘‘B’’ permittees’ alcoholic 
beverage reports due. 
Dec. 15—— 
Cigarette use taxes and reports due. 
Utility excise tax delinquent. 
Dec. 20—— 
Dealers’ gasoline tax reports due. 
Real and public utility property tax (semi- 
annual installment) due. 
Dec. 30—— 
Carriers’ gasoline tax reports due. 
Dec. 31—— 
Gasoline tax due. 


OKLAHOMA 
Dec. 1 
Oil, gas and mineral gross production taxes 
and reports due. 
Dec. 5— 
Mine operators’ (other than coal mines) 
reports due. 
Dec. 10—— 
Airports’ gross receipts taxes and reports 
due. 
Alcoholic beverage taxes and reports due. 
Dec. 15—— 
Gasoline taxes and reports due. 
Sales tax and reports due. 
Dec. 20—— 
Carriers’ use fuel tax reports due. 
Coal mine operators’ reports due. 
Use fuel oil tax and reports due. 
Use taxes and reports due. 





OREGON 

Dec. 10—— 

Oil production taxes and reports due. 
Dec. 15— 

Property tax (quarterly installment) due. 
Dec. 20—— 

Alcoholic beverage reports and taxes due. 

Gasoline taxes and reports due. 

Motor carriers’ reports and taxes due. 


PENNSYLVANIA 
Dec. 10—— 
Malt beverage reports due. 


Spirituous and vinous liquor importers’ re- 


ports due. 
Dec. 15—— 


TAX ES—The Tax Magazine 


RHODE ISLAND 
Dec. 10—— 
Manufacturers’ alcoholic beverage reports 
due. 
Tobacco products tax reports due. 
Dec. 15—— 
Gasoline taxes and reports due. 


SOUTH CAROLINA 
Dec. 10—— 
Admissions taxes and reports due. 
Beer and wine wholesalers’ reports due. 
Power tax returns—last day to file. 
Dec. 15—— 
Motor fuel taxes (other than gasoline) and 
reports due. 
Dec. 20—— 
Gasoline taxes and reports due. 
Dec. 31—— 
Property tax (installment) due. 


SOUTH DAKOTA 

Dec. 1—— 

Passenger motor carriers’ taxes due. 
Dec. 10—— 

Interstate motor carriers’ reports and taxes 

due. 

Dec. 15—— 

Alcoholic beverage sales reports due. 

Gasoline tax reports due. 

Sales tax and reports due. 

Use tax and reports due. 





; TENNESSEE 
Dec. 1 
Cottonseed oil mill reports due during 
month. 


Dec. 5—— 
Cigarette distributors’ reports due. 
Dec. 10—— 
Alcoholic beverage reports—last day to file. 
Barrel tax on beer due. 
Carriers’ gasoline tax reports due. 
Dec. 15—— 
Reports due on fuel used in internal com- 
bustion engines. 
Dec. 20—— 
Gasoline distributors’ monthly taxes and 
reports due. 
Liquid carbonic acid gas tax due. 
Dec. 31—— 
Motor carriers’ tax due. 


TEXAS 
Dec. 15— 
Oleomargarine dealers’ taxes and reports 
due. 
Dec. 20—— 
Carriers’ motor fuel tax reports due. 
Gasoline taxes and reports due. 
Liquefied gas and liquid fuel users’ tax and 
reports due. 
Motor fuel tax and reports due. 
Occupation tax on oil and gas well services 
due. 
Dec. 25—— 
Carbon black production taxes and reports 
due. 
Natural gas production taxes and reports 
due. 
Oil production taxes and reports due. 
Theatres’ prizes and awards taxes and 
payments due. 
Dec. 31 
Chain store tax due. 





UTAH 
Dec. 10—— 
Carriers’ gasoline tax reports due. 
Carriers’ use fuel tax reports due. 
Liquor licensee reports due. 
Dec. 15—— 
Distributors’ and retailers’ gasoline taxes 
and reports due. 
Excise (income) tax (fourth installment) 


Employers’ reports of tax withheld at due. 
source due under Philadelphia Income Use fuel tax and reports due. 
Tax Law. 

Manufacturers’ alcoholic beverage taxes VERMONT 
and reports due. Dec. 10—— 

Philadelphia income tax (fourth install- Alcoholic beverage taxes and reports due. 
ment) due. Dec. 15—— 

Dec. 31—— 


Gasoline taxes and reports due. 
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Personal and corporation income tax 
(fourth installment) due. 
Dec. 31 
Gasoline taxes and reports due. 
Sleeping, parlor and dining car company 
taxes due. 





VIRGINIA 

Dec. 5—— 
Individual income tax due. 
Property tax—last day to pay. 

Dec. 10—— 
Beer dealers’, bottlers’ and manufacturers’ 

reports due. 

Dec. 20—— 
Carriers’ gasoline tax reports due. 
Gasoline taxes and reports due. 
Use fuel taxes and reports due. 


WASHINGTON 





Dec. 10 

Malt products brewers’ and manufactur- 
ers’ reports due. 

Dec. 15—— 
Butter substitute taxes and reports due. 
Carriers’ gasoline tax reports due. 
Gasoline taxes and reports due. 
Use fuel tax and reports due. 


WEST VIRGINIA 

Dee. 1 

Property tax (semi-annual installment) de- 

linquent. 

Dec. 10—— 

Alcoholic beverage taxes and reports due. 
Dec. 15—— 

Sales tax and reports due. 
Dec. 30—— 

Gasoline taxes and reports due. 





WISCONSIN 





Dec. 1 
Beer tax due. 
Heat, light and power conservation and 
regulation company taxes due. 
Dec. 10—— 
Alcoholic beverage reports due. 
Tobacco products tax returns due. 
Dec. 15—— 
Coal docks tax due. 
Grain elevator tax due. 
Scrap iron and scrap steel docks taxes due. 
Dec. 20 
Gasoline and diesel fuel taxes and reports 
due. 
Dec. 30. 
Privilege dividends tax due. 





WYOMING 

Dec. 1—— 

Metalliferous miners’ reports due. 
Dec. 10—— 

Carriers’ gasoline tax reports due. 
Dec. 15—— 

Gasoline taxes and reports due. 

Sales tax and reports due. 

Use taxes and reports due. 
Dec. 20—— 

Motor carriers’ taxes and reports due. 
Dec. 31—— 

"xpress company gross receipts tax due. 


FEDERAL TAX CALENDAR 
Dec. 15—— 

Corporation income tax and excess profits 
tax returns due for fiscal year ended 
Sept. 30. Forms 1120 and 1121. 

Entire income-excess profits taxes or first 
quarterly installment due on returns for 
fiscal year ended Sept. 30. Forms 1040. 
1041, 1120, 1121, 1120H, 1120L. 

Entire income tax or first and second quar- 
terly installments due under general ex- 
tension (citizens abroad, etc.) for fiscal 
year ended June 30, with interest at 6% 
from Sept. 15 on first installment. Form 
1040 or 1120. 

Entire income tax or first quarterly in- 
stallment due on returns of nonresidents 
for fiscal year ended June 30. Forms 
1040B, 1040NB, 1040NB-a, 1120NB. 


Electric light and power company reports Fiduciary income tax return due for fiscal 


and taxes due. 


year ended Sept. 30. Form 1041. 
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Dec. 15—cont’d—— 


Foreign partnership return of income due 
by general extension for fiscal year end- 
ed June 30. Form 1065. 

Individual income tax returns due by gen- 
eral extension for fiscal year ended June 
30, in case of American citizens abroad. 
Form 1040. 

tndividual income tax return due for fiscal 
year ended Sept. 30. Form 1040, 

Last quarterly income tax payment due on 
returns of nonresidents for fiscal year 
ended Sept. 30, 1940. Forms 10/0B, 
1040NB, 1040NB-a, 1120NB. 

Life insurance company income tax returns 
due for fiscal year ended Sept. 30. Form 
1120L. 

Monthly information return of stockhold- 
ers and directors of foreign personal 
holding companies due for November. 
Form 957. 

Nonresident alien individual income tax 
return due for fiscal year ended June 30. 
Form 1040B. 

Nonresident alien individual income tax 
return due (no U. S. business or office) 
for fiscal year ended June 30. Forms 
1040NB, 1040NB-a. 





FEDERAL TAX CALENDAR 


Dec. 15—cont’d—— 


Nonresident foreign corporation 
tax return due for fiscal 
June 30. Form 1120NB. 

Partnership return of income due for fiscal 
year ended Sept. 30. Form 1065. 

Resident foreign corporations and domes- 
tic corporations with business and books 
abroad or principal income from U. S. 
possessions—returns due for fiscal year 
ended June 30, by general extension. 
Forms 1120 and 1121. 

Second quarterly income-excess profits tax 
payment due for fiscal year ended June 


income 
year ended 
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Dec. 20—— 
Monthly information return of ownership 
certificates and income tax to be paid at 


source on bonds due for November. 
Form 1012. 
Dec. 31—— 
Admissions, dues and safety deposit box 


rentals tax due for November. Form 729. 

Excise taxes on electrical energy, telegraph 
and telephone facilities and transporta- 
tion of oil by pipe line due for Novem- 
ber. Form 727. 

Excise taxes on lubricating oils, matches, 
and gasoline due for November. Form 
726. 


Excise taxes on sales due for November. 


30. Forms 1040, 1041, 1120, 1120H, 1120L, 
Tick. 

Second quarterly income tax payment due 
on returns of nonresidents for fiscal year 
ended Mar. 31. Forms 1040B, 1120H, 
1120L, 1120NB. 

Stockbrokers’ monthly return of stamp 
account due for November. Form 838. 

Third quarterly income-excess profits tax 
payment due for fiscal year ended Mar. 
31. Forms 1040, 1041, 1120, 1120H, 1120L, 
Te2t. 


Forms 728, 728A. 

Last day to file transportation tax returns 
and pay tax. 

New manufacturers’ excise taxes due un- 
der 1941 Act for November. 

Processing taxes on oils due for November. 
Form 932. 

Sugar (manufactured) tax due for Novem- 
ber. Form 1 (Sugar). 

Tax due on bowling alleys, billiard and 
pool rooms and coin operated amusement 
and gaming devices due for December. 
Form 11B. 





Calendar of 1941 Sessions of State Legislatures 


Jurisdiction Convened Adjourned 
AGIZORS ........: Jan. 13. Mar. 17 
| Arkansas ...... . Jan. 13° Mar. 13 
| California ....... Jan. 6 June 14 
| Colorado ........ Jen. 1 Ape. 7 
| Connecticut ..... Jan. 8 June 4 
| Delaware ....... Jan. 7 May 2 
2. eeeererer Apr. 8 June 6 
| Georgia (Ist Sp.). Jan. 13. Jan. 23 
| Georgia ......... Jan. 23. Mar. 22 
jC” eee Jan. 6 Mar. 8 
PIMOES. «.....¢66 2% Jan. 8 June 30 
Indiame ......... Jan. 9 Mar. 10 
Se eee Jan. 13 Apr. 10 
Kangas <........ Jan. 14 Apr. 9 
PRONG ice wcc Jan Apr. 26 
| Maryland ....... Jan. “Mar. 31 


* In recess. 


Jurisdiction 


Convened Adjourned  Jurtsdiction Convened Adjourned 


Massachusetts ... Jan. 1 * Pennsylvania .... Jan. 7 July 15 
Michigan: ....... Jan. 1 Oct: Tt Rhode Island.... Jan. 7 Apr. 30 
Minnesota ...... Jan. 7 Apr. 23. South Carolina... Jan. 14 May 24 
Missouri ........ Jan. 8 July 12 South Dakota.... Jan. 7 Mar. 

Montana ........ Jan. 6 Mar. 6 Tennessee....... Jan. 6 Feb. 15 
Nebraska ....... jon. 7 Map 23 ‘Temes ......<:.. Jan. 14 July 3 
Nevada ......... Jan. 20 Mar. 20 Texas (Ist Sp.).. Sept. 9 Sept. 19 
New Hampshire. Jan. 1 June 13 Utah ........... Jan. 13° Mar: 13 
New Jersey ..... Jan. 14 * Utah (Ist Sp.)... Mar.17 Mar. 29 
New Mexico .... Jan. 14 Apr. 12. Utah (2d Sp.) May 19 June 12 
New York ...... Jan. 8 Apr. Vermont ........ Jan. 8 Apr. 10 
North Carolina... Jan. 8 Mar. 15 Vermont (1st Sp.) Sept.10 Sept. 16 
North Dakota Jan. 7 Mar. 7 #£Washington..... Jan, 13 Mar. 43 
BER ereers Jan. 6 May 27 #2~.}West Virginia... Jan. 8 Mar. 8 
Oklahoma Jan. 7 May 23 £4Wisconsin....... Jan. 8 June 6 
ee Jan. 13 Mar. 15 Wyoming....... Jan. 14. Feb. 22 








Coérdination of Federal, State and Local Taxes 


[Concluded from page 653] 


move toward coordination, and,—even more important, 

the next steps that need to be taken in these directions. 
(On the basis of these studies, the next step will be to de- 
velop a constructive program, and to translate this pro- 
gram into specific recommendations suitable for adoption 
hy the various governmental jurisdictions. 


All of us who are working on these problems recog- 
nize that some double taxation will probably be with 
us always, and that all double taxation is not neces- 
sarily destructive. Furthermore, it is not easy to break 
down the inertia of old institutions and traditional 
habits of thought. But we have had too much talk 


about codrdination and not enough action. If we are 
to study the problem adequately, we must have the 
cooperation of those groups in the country that have 
information and ideas. If we are to have action, we 
must have the informed interest of the groups that 
influence public policy. 


The legal profession particularly has a deep concern 
with the tax problem. No profession has a better op- 
portunity to observe the frequent injustices of mul- 
tiple taxation and the many other rough spots and 
weaknesses in the tax system. The work of our group 
is now getting under way and, as it progresses, we 
shall seek to avail ourselves of your views and your 
experience. May I assure you, the Treasury will 
heartily welcome any advice that you can give us to- 
ward the solution of our mutual problems. 
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Recent Changes in the Soviet Tax System 
[Concluded from page 682] 


carrots; or instead of 10 quintals of tomatoes, 5 quin- 
tals of onions or 12 quintals of carrots, but no other 
replacements! In the grain deliveries, wheat, rice, 
beans, buck wheat and millet cannot be replaced by 
any other grain, but rye may be replaced only by 
wheat, beans, buckwheat and millet! Fiat communismus, 
pereat mundus! 

No wonder that in one year only (1940) the Com- 
missariat (Ministry) of Agriculture USSR, issued 
one million one hundred thirteen thousand letters, 
orders, decisions, regulations and instructions! ** It 
should be noted that in addition to the Federal (USSR) 
Commissariat of Agriculture there is a Commissariat 
(Ministry) of Agriculture in each of the 12 Union 
Republics (equivalent to states in the United States) 
with no smaller zeal of bureaucracy. And now by a 
federal law of April 4, 1940, a new federal “Commissariat 
of Procurements” dealing with food supply has been 
created. 


Planting Fruit Trees 


From time to time appear most startling orders. 
For instance, on February 21, 1940 was passed a law “* 





43 Editorial in Jzvestia, March 11, 1941. 

44 Coll. of Laws, 1940, No. 5, Art. 147. 

45 Izvestia, April 6, 1940. Former law was described in the Tax 
Magazine, December, 1938, p. 759. 
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recommending all homesteads in rural districts “with- 
out exception” to plant around their homes from 15 tu 
20 fruit trees (apple, cherry, etc.) ! There seems to be no 
sense of proportion or of economics in USSR! 


Minor Fiscal Changes—Compulsory Insurance 


The compulsory insurance of all agricultural prop- 
erty and crops against fire and loss was simplified by 
a law passed April 4, 1940.4° The premium rates have 
not been changed much but the insurance compensa- 
tion for cattle and crops is increased which actually 
resulted in an increase in the amount of premiums 
paid. For instance, formerly a cow was compulsorily 
insured for 140 rubles and the yearly premium amounted 
to 3.29 rubles ; now the insurance is 300 rubles but the 
premium is 2 per cent or 6 rubles. 


Consular Fees 


Consular fees have been revised and generally in 
creased considerably.*® A visa for American citizens 
is 55 rubles ($11). Certification of documents for 
American citizens costs 11 rubles ($2.20). Documents 
certifying divorce: first divorce, 55 rubles; second 
divorce, 165 rubles; third divorce, 330 rubles. 


Other Payments 


Postal rates have been increased considerably since 
February 6, 1939.47 For ordinary letters the fee is 
30 copecks (6 cents) instead of 20 copecks. Com- 
muters’ railroad fares were increased by approximately 
40 per cent.** Measures and weights fees went up 
considerably.*® 


The Budget Revenues for 1941” 
216.840 mill. rubles 


Total revenue (estim.) 
of which: 


The sales (turnover) tax 124.500 “ “ 
Net profit of Government enterprises 31.259 “ _ 
Social security payments 


ao 9.998 “ a 
Revenue from state tractor stations 2603 “ 
Various taxes ......... 12.451 “ ” 
New loans (borrowing) toeoo * " 
The total revenue of 216 billion rubles is equivalent 
to 43 billion dollars! 


Pitfalls of Section 734 
| Concluded from page 650] 


One additional result of interpreting Section 734 in 
accordance with the apparent meaning of the words 
it contains leads us so far into the realm of fantasy 
that it seems almost inevitable that relief will be given 
in this respect by a forced construction if not by legis- 
lative amendment. If a taxpayer files a 1940 excess 
profits tax return and under Section 734 pays an addi- 





© Ordinance of January 10-13, 1939 (Bulleten, 1939, No. 4/5, p. 7) 
*t Bulleten, 1939, No. 10/11, p. 21; No. 33/34, p. 22. 

* Bulleten, 1940, No. 11/12, p. 26. 

 Tbid., p. 16. 

% Izvestia, February 26, 1941. 
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tion to that tax measured by some unpaid prior year 
tax, such as 1921, plus interest since 1921, it seems 
unbelievable that it cannot thereafter file its excess 
profits tax returns for the next year (1941)and follow- 
ing years on the same basis without having to pay the 
1921 tax all over again annually as additions to its 1941 
and subsequent years’ excess profits taxes. But the 
law does not so provide—Section 734 makes the same 
1921 adjustment an addition to the current excess 
profits tax for each year. Probably no practitioner 
will be seriously concerned about the possibility that 
the Commissioner will allow such adjustments to de- 
crease the tax year after year! The Regulations * 
provide the sensible result that the adjustment is made 
only once as to any item or transaction.2” However, 
even if we assume that the Commissioner will not 
amend this Regulation, we have as regards successive 
adjustments adverse to a taxpayer an interesting situa- 
tion presented by the anomaly of the Commissioner 
attempting to waive by Regulation a tax required by 
act of Congress. 


Realty Valuation and Taxation 
[Continued from page 655] 

today that discrimination without overvaluation may 
stand alone as a basis of assault.?° 

In the event that overvaluation occurs without any 
disproportionate assessment amounting to discrimina- 
tion, we are confronted with a different situation. If 
the overvaluation is unintentional, then we are thrown 
back into the field of “errors of judgment”, unless we 





*6 Reg. 109, Sec. 30.734-2 (c). The Congressional Committee re- 
ports have a similar statement. 


7 If a net adjustment favorable to the taxpayer arises in 1940 
but is of no benefit to the taxpayer because no current tax was 
due on its excess profits tax return, can the adjustment be made 
in 1941 when there is a current excess profits tax otherwise payab'e 
if the same inconsistent position is maintained by the Commis- 
sioner in 1941? The literal wording of the Regulations gives no 
hope on this. The literal wording of the statute and regulations 
indicates that the ‘‘adjustment’’ is a computation to be made in 
certain events and in a certain manner, and that it is not an 
essential element of an ‘‘adjustment’’ favorable to the taxpayer 
that there shall be any current excess profits tax liability against 
vhich the adjustment applies. Apparently there may be such an 
‘“‘adjustment’’ although no tax saving results to the taxpayer be- 
cause it has no current excess profits tax, and under the literal 
wording of the Regulation a further adjustment because of the 
same inconsistent position is apparently not authorized in a sub- 
equent year. 


1 Cumberland Coal Co. v. Board of Revision, 284 U. S. 23, 28 
(1931); Sioux City Bridge Co. v. Dakota County, 260 U. S. 441, 43 
Sup. Ct. 190, 28 A. L. R. 979 (1923); Walsh v. King, 74 Mich. 350, 
1 N. W. 1080 (1889). Majority of cases hold: Discrimination arises 
from disproportionate undervaluation of others’ properties while 
complainant’s property is valued at market as well as overvaluation 
f complainant’s property, where others are valued at market. But 
f. People ex rel. Warren v. Carter, 109 N. Y. 576, 17 N. E. 222 
1888); Greene County Tax Appeals, 302 Pa. 179, 182, 152 Atl. 755, 
756 (1930); Florida Land Co. v. Graham, 97 Fla. 476, 121 So. 462 
(1929), 

The disproportionate overvaluation must be intentional, not an 
error of judgment, says the weight of authority: Cumberland Pipe 
Line Co. v. Lewis, 17 F. (2d) 167 (D. C. Ky.) (1927); Norfolk & W. 
Ry. Co. v. Board of P. W. of W. Va., 3 F. Supp. 791 (D. C. W. Va.) 
(1933); Central R. R. Co. of N. J. v. State Tax Dept., 112 N. J. L. 5, 
169 Atl. 489 (1934); Siler v. Board of Sup’er of Whitney County, 221 
Ky. 100, 298 S. W. 189 (1927); Sunday Lake Iron Co. v. Wakefield, 
247 U. S. 350 (1918). But cf. Mahoney v. City of San Diego, 198 
Cal, 388, 245 Pac. 189 (1926). 
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may reveal that the valuation was procured by an 
illegal method, fundamentally wrong principles being 
put into use. Aside from such illegal method, how- 
ever, the courts are clear in expostulating that a mere 
unintentional overvaluation does not constitute a 
grievance to be corrected judicially... New York is 
an outstanding exception to this rule, by virtue of a 
special statute granting the taxpayer relief from any 


overvaluation.!? ' ‘ 
[ Concluded in next issue] 


Does showing overvaluation give rise to a presumption of dispro- 
portionate assessment, thus shifting the burden of going forward 
with the evidence to prove such discrimination does not exist? 

Yes—Matter of Cahill v. Goes, 242 App. Div. (N. Y.) 424 (1934); 
Harleigh Realty Co. case, 299 Pa. 385, 149 Atl. 653 (1930). And see 
case note criticisms infra in footnote 15. 

But majority indicates No—First Trust Co. of St. Joseph v. Wells, 
324 Mo. 306, 313, 23 S. W. (2d) 108, 111 (1929); Birch v. Orange 
County, 88 Cal. App. 82, 262 Pac. 788 (1927); Roberts v. American 
National Bank of Pensacola, 94 Fla. 427, 115 So. 261 (1927); People’s 
Gas Light and Coke Co. v. Stuckart, 286 Ill. 164, 121 N. E. 629 (1919); 
People ex rel. Miller v. C. B. & Q. R. R. Co., 300 Ill. 399, 133 N. E. 
325 (1921); Mississippi Valley Life Ins. Co. v. Storm, 339 Ill. 245, 171 
N. E. 134 (1930); Jefferson City Bridge & Transit Co. v. Blaser, 318 
Mo. 373, 300 S. W. 778 (1927); Crosby v. Kitsap County, 154 Wash. 
212, 281 Pac. 494 (1929); Mobile & Ohio R. R. Co. v. Schnipper, 31 
F. (2d) 587 (D. C. Ill. 1929). 

For evidential treatment, see People ex rel. Hagy v. Lewis, 280 
N. Y. 184, 20 N. E. (2d) 386 M. (1939). 

11 Coulter v. Louisville & Nashville R. R. Co., 196 U. S. 599 (1905); 
reiterated in Nashville v. Browning, op. cit. infra, Note 18; Southern 
R. Co. v. Watts, 260 U. S. 519 (1923); Cooper Kanaley Co. v. Gill, 
363 Ill. 418, 2 N. E. (2d) 707 (1936); 3 Cooley on Taxation (4th ed. 
1924) Sec. 1144; Luce, ‘‘Assessment of Real Property for Taxation’’ 
(1937) 35 Mich. L. Rev. 1217, 1218; Powell, ‘‘Due Process Tests of 
State Taxation’’ (1926) 74 U. of Pa. L. Rev. 573, 583. 

12. New York Const., Article 16, Section 2; New York Tax Law 
Section 8, Section 290, New York City Charter, Section 166, Adm. 
Code, Section 168-1.0. People ex rel. Amalgamated Properties, Inc., 
v. Sexton, 274 N. Y. 309, 8 N. E. (2d) 871 (1937). Compare Louisi- 
ana’s statute, Article 10, Section 1. 











INTERPRETATIONS 





Appellate and Lower Courts 


Community v. Individual Income.—The restoration to in- 
come in 1936 of the amount deducted by taxpayers in 1934 
as percentage depletion allowances from bonuses received for 
oil and gas leases, because in 1936 the leases were surrendered 
without production, is upheld on the authority of Sneed v. 
Com., 41-1 ustc J 9450. One dissent. 


In 1932 the taxpayers (three sisters and a brother), each 
owning an interest in a Texas ranch, conveyed the ranch to 
trustees, the sisters being joined by their husbands in the 
execution of the instrument. The trustees were to hold 
the lands and conduct a ranch and farm business thereon, the 
instrument also authorizing the trustees to make oil and gas 
leases and appointing the trustees attorneys in fact of the 
parties to the instrument to execute such leases. In 1936, 
upon the surrender of leases made by the trustees, depletion 
deductions were restored to income. It is held that the 
restored income is individual income of the sisters rather 
than community income of each and her husband. 

Affirming Board of Tax Appeals decision, 41 BTA 686, 
CCH Dec. 11,046, reported at 403 CCH § 7246.—CCA-5, in 
Dolores Crabb, Madeline Il’elder Smith, Elizabeth Wood and 
James F. Welder, Jr. v. Commissioner of Internal Revenue. 
No. 9661. 


Corporate Distributions in Redemption or Cancellation 
of Stock.—Cash and securities received by the plaintiff in 
1934 and 1935 in redemption of a portion of the preferred 
stock of a personal holding company less than the amount 
of such stock issued as dividends to the plaintiff (sole stock- 
holder of the company), which had a value less than the 
accumulated earnings of the company at the time of the re- 
demption, constituted taxable dividends to him under Sec. 
115 (g), 1934 Act, the stock having been “cancelled or re- 
deemed ‘at such a time and in such manner’ as to make the 
cancellation or redemption essentially equivalent to a distribu- 
tion of earnings accumulated after February 28, 1913.” 

Affirming District Court decision, 34 Fed. Supp. 947, re- 
ported at 40-2 ustc J 9672.—CCA-3, in Joshua Ernest Smith v. 
United States. No. 7652. 

Capital Stock Tax—Doing Business.—In view of the inter- 
locking directorates, the listing of plaintiff’s stock on the New 
York Stock Exchange, the numerous directors’, finance and 
stockholders’ meetings, the bank accounts maintained for the 
deposit of cash funds, the cash surpluses and reserves, as 
well as the interest manifested in the welfare and progress 
of its subsidiaries, the plaintiff is held to have been carrying 
on or doing business during the taxable years within the 
meaning of Sec. 105, 1935 Act, as amended.—DC, SD NY, 


in Continental Baking Corporation v. Joseph T. Higgins, Col- 
lector of Internal Revenue, Third Dist. of New York. 


Capital Stock Tax—Doing Business—Preliminary Organ- 
ization Where besides the necessary steps to perfect its 
organization, the plaintiff’s only activity in the year ended 
June 30, 1937, was that of entering into a contract with an- 
other corporation providing for plaintiff’s operation of a 
theatre which was then in process of construction but which 
was not opened for business until November 11, 1937, such 
contract is construed to be nothing more than a preliminary 
to the carrying out of the organization purposes. There- 
fore, the plaintiff was not engaged in business during the 
taxable year, and is not subject to the capital stock tax.—DC, 
ED Wis., in Fox Varsity Corporation v. Raymond E. La Budde 
and Arthur F. La Budde, Exrs., Estate of Otto A. La Budde, 
Deceased. Civil Action No. 200. 


Capital Stock Tax—Doing Business—Trust as Association. 
—Where individual proprietary status in a trust was evidenced 
by transferable certificates of beneficial interest, the certifi- 
cate holders and owners being individually obligated pro rata 
to financially sustain the trust in the event that the income 
or proceeds from sales of the corpus of the trust were insuff- 
cient to do so, and there was centralized control under the 
direction of at least two-thirds of the beneficial interests, it is 
held that the trust is an association taxable as a corporation 
within the meaning of Sec. 901, 1938 Act. Further, it is held 
that an action in the state court to have declared the power of 
the trustee to make an oil lease and thereby not only preserve 
the corpus of the trust, but at the same time enable the 
trustee to enter into a venturesome project in the petroleum 
industry, and the oil and gas lease thereafter negotiated and 
consummated by the trustee, stamped the trust as “doing 
business."—DC, SD Calif., Central Div., in Roy E. Allen, 
Trustee of Trust No. 2912—Haserot v. Nat Rogan, Collector 
of Internal Revenue, Sixth Collection Dist. of California. No. 
1121-B—Civil. 

Cash v. Stock Dividend—Basis.—Taxpayer owned certain 
common stock upon which a dividend was declared payable 
in preferred stock, or upon election, in cash. An option to 
take either cash or stock having accrued at the date of the 
declaration, it is immaterial whether the option was to be 
ineurred by non-action or by positive act. Accordingly, it is 
held that the taxpayer received a cash dividend and applied 
the proceeds of that dividend to the purchase of the preferred 
stock. In order to compute gain or loss upon retirement of 
a portion of the preferred stock in 1933, the Court so deter- 
mines its original cost. 

Reversing and remanding with instructions, Board of Tax 


Appeals decision, 42 BTA 438, CCH Dec. 11,264, reported 
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at 413 CCH § 7001.—CCA-9, in Allen H. Lamberth v. Com- 
missioner of Internal Revenue. No. 9708. 
* * * 

Taxpayer owned certain common stock upon which a 
dividend was declared payable in preferred stock, or upon 
election, in cash. An option to take either cash or stock 
having accrued at the date of declaration, it is immaterial 
whether the option was to be incurred by non-action or by 
positive act. Accordingly, it is held that taxpayer received 
«a cash dividend and applied the proceeds of that dividend 
to the purchase of the preferred stock. In order to compute 
gain or loss upon retirement of a portion of the preferred 
stock in 1933, the Court so determines its original cost. 

Reversing and remanding Board of Tax Appeals decision, 
42 BTA 438, CCH Dec. 11,264, reported at 413 CCH f 7001. 
—CCA-9, in Jacob C. Dellinger et al., Exrs., Last Will and 
Testament of Suda J. Lamberth, Deceased v. Commissioner of 
Internal Revenue. No. 9709. 


City Taxes Paid—When Deductible—vTaxes due and pay- 
able October 1, 1935, had been officially fixed and a bill there- 
for sent to taxpayer in March. The statute provided that 
the October payment might be anticipated and that no lien 
therefor attached prior to October 1. Taxpayer, keeping its 
books on the accrual basis, accrued and paid the taxes prior, 
to October, and claimed deduction as taxes accrued for the 
period ended September 30. The Board held that taxpayer 
was entitled to deduct such taxes in the period stated. United 
States v. Anderson, 1 ustc J 155, 269 U. S. 422. 

Affirming Board of Tax Appeals decision, 41 BTA 249, CCH 
Dec. 10,987, reported at 403 CCH { 7187.—CCA-2, in Guy T. 
Helvering, Commissioner of Internal Revenue v. S. E. and M. E. 
Bernheimer. Calendar No. 240, Docket No. 17580. 


Collection of Tax—Not Enjoined.—Under Sec. 3224, Re- 
vised Statutes (Code Sec. 3653), suit to enjoin Collector from 
proceeding by distraint warrant to collect tax on distilled 
spirits cannot be maintained—DC, SD NY, in Harry E. 
Benson v. Joseph T. Higgins, Collector of Internal Revenue, 
Third Dist. of New York. 


Community Property State—Increased Value of Stock 
Acquired before Marriage—Rent from Real Estate Separately 
Held.—Where taxpayer sold stock, acquired before his mar- 
riage and regarded as separate property under Texas law, at 
a substantial gain, following his marriage, under Texas com- 
munity property law, the gain thus realized is taxable as 
income from the taxpayer’s separate estate and no part 
thereof may be included in the wife’s income. 

Rent from improved realty, located in California, acquired 
by taxpayer prior to his marriage and forming a part of his 
separate estate, is taxable in its entirety, to taxpayer, in ac- 
cordance with the community property law of California, 
where the land is located, and is not community income, as 
provided by the laws of Texas, where taxpayer and his wife 
are domiciled. 

Reversing decision of Board of Tax Appeals, 38 BTA 921, 
CCH Dec. 10,469, reported at 393 CCH { 7067.—CCA-5, in 
Commissioner of Internal Revenue v. L. L. Skaggs. No. 9174. 


Credit for Overpayment of Tax—Reversal.—The Commis- 
sioner allowed an overpayment for one year and credited it 
against a deficiency for a prior year, leaving a part thereof 
unpaid. The taxpayer paid such balance. Subsequently, the 
Commissioner disallowed the overpayment, reversed the 
credit, and reinstated the deficiency. Taxpayer contends that 
the Commissioner’s exercise of his power to correct his 
previous action was by way of suit for recovery of an er- 
roneous refund. Where resort to one method of correction 
instead of another does not deprive taxpayer of anything to 
which it had any right, the Commissioner’s action herein, 
having been timely, is proper. 

Reversing and remanding with directions Board of Tax 
Appeals decision, 40 BTA 978, reported at 403 CCH { 7045.— 
CCA-7, in Commissioner of Internal Revenue v. Newport In- 
dustries, Inc. No. 7320. 
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Deficiency Assessment—Period of Limitation.—Where the 
taxpayer, who relied at all times on someone else to prepare 
his income tax returns, filed a return for 1933 which did not 
include an alleged gain from a sale of stock, the taxpayer 
being unaware of any error in the return until 1936, the return 
having been prepared by a certified public accountant who 
knew of the transaction involving the sale of stock, it is held 
that the burden of proof as to fraud in the return which would 
prevent the bar of the statute from attaching was not sus- 
tained by the defendant, since the fact that the taxpayer 
relied on the accountant who had knowledge of the facts and 
filed an incorrect return, without knowing or having reason 
to believe it was incorrect, does not establish conscious fraud 
with a specific purpose to evade the tax——DC, MD Ga., 
Macon Div., in Dozier L. Hood v. Marion H. Allen, Collector 
of Internal Revenue. No. 83. 


Board of Tax Appeals 


Association Taxable as Corporation.—Petitioner, a syndi- 
cate organized in 1936 to develop and sell lots in a Florida 
cemetery, during 1936 assumed active management of the 
cemetery. Profits were to be applied on the price which the 
syndicate agreed to pay for an interest in the cemetery and 
title to the interest was not to be conveyed until the price 
had been fully paid. Where it is apparent that the imme- 
diate existence of the syndicate was contemplated, it must 
be concluded that the syndicate was in existence during the 
taxable year. Further, where the form of organization pro- 
vided for central management, continuation of existence be- 
yond the lives of the original members, holding of title by 
the syndicate as an entity, control by vote of members, and 
distribution of profits by way of dividend, it is held that the 
petitioner is taxable as a corporation. The petitioner having 
been engaged in the active management and development of 
the cemetery during the taxable year, it was patently engaged 
in or doing business, and therefore subject to the excess 
profits tax.—Royal Palm Cemetery Syndicate, Robert B. Lassing, 
Managing Trustee v. Commissioner, CCH Decision 12,078; 
Docket 102195. 45 BTA —, No. 25. 


Bank Defined—Status of Virginia Industrial Loan Associa- 
tion.—The petitioner is a Virginia industrial loan association 
whose business during the years 1936 and 1937 consisted 
entirely of receiving deposits and making loans and discounts. 
It is held that petitioner is a “bank” within the meaning of 
Sec. 104(a), 1936 Act. The decision follows Staunton Industrial 
Loan Corp. v. Com. (CCA-4) [41-2 ustc J 9544]. 

Harron concurs, with opinion in which it is stated that 
nothing said in U. S. v. Cambridge Loan & Building Co., 1 ustc 
{ 336, 278 U. S. 55, is in conflict with the result reached here, 
and that that case [cited in the dissenting opinion] is, more- 
over, not in point. 

Disney dissents, with opinion which argues that Sec. 104 
requires a bank to be one under the laws of the state, and not 
merely any institution, a substantial part of the business of 
which is receiving deposits and making loans and discounts. 
Banking powers, it is maintained, are not conferred by a 
certificate of incorporation under a general corporation act. 
Sternhagen, Murdock, Leech, Turner, Hill, and Opper agree 
with this dissent—Mutual Savings & Loan Co., Inc., of Norfolk 
v. Commissioner. CCH Decision 12,034; Docket 101321. 44 
BTA —, No. 185. 


Community Property—Individual Returns—Spouse’s Death 
During Year.—Where a husband earned, as community in- 
come, the sum of $20,000 between the first of the taxable year 
and February 12, the date of his death, and where his 
administrator reported the income as community income for 
the taxable year and paid a tax thereon, the wife, in making 
her return for the full year, must include in her gross income 
half of the community income earned by her husband up to 
the time of his death. The right to file a joint return ceases 
upon the death of a spouse. The income arose before the 
death of the spouse and is considered as earned’ even though 
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the wife could not obtain free use of her share until after the 
period of administration—Minnie Felber (Formerly Minnie 
Goldman) v. Commissioner, CCH Decision 12,089; Docket 
102988. 45 BTA —, No. 26. 


Deductions—Contingent Compensation.—The taxpayer kept 
its books and filed its return on the accrual basis for the 
fiscal year ended June 30, 1937. On June 26, 1937, the tax- 
payer’s directors adopted a resolution providing for the pay- 
ment to the taxpayer’s president of a bonus of $12,000 for 
the current fiscal year, $2,000 to be paid at once and $10,000 to 
be paid “when all outstanding bonds have been retired and 
the cash position of the company warrants.” The taxpayer’s 
first mortgage bond indebtedness at the beginning of said 
fiscal year was $14,000, which liability was reduced by $2,000 
at the end of the year. Payment of the $10,000 was made on 
December 1, 1938, pursuant to another resolution adopted by 
the directors on that date in which it was stated that the cash 
position of the taxpayer was then such as to permit payment. 
It is held that the obligation to pay $10,000 as further bonus 
for services rendered did not become fixed and certain during 
the taxable year 1937 and the amount thereof did not consti- 
tute an allowable deduction for that year. Commiussioner v. 
Brooklyn Radio Corporation, 35-2 ustc § 9548, 79 Fed. (2d) 833, 
followed.—Ames Reliable Products Co. v. Commissioner, CCH 
Decision 11,768; Docket 100624. 44 BTA —, No. 31. 

Distribution by Corporations—Liquidating Dividend.—The 
petitioner, from 1927 to 1936, inclusive, withdrew funds in 
excess of his salary and other credits from a corporation, in 
which, except for the last eight days of the taxable year 
(1936), he was the sole stockholder except as to two qualifying 
shares. On or about December 24, 1936, petitioner made a 
gift of about 16 per cent of his stock to his wife. His account 
on the books of the corporation was treated as an account 
receivable. On December 31, 1936, the corporation was dis- 
solved and all its assets, including petitioner’s account, and 
liabilities were transferred to a partnership consisting of 
petitioner and his wife. On the finding that the excess with- 
drawals represented loans and not dividends, it is held that 
such withdrawals represented a liquidating dividend, since 
there is no proof that the corporation forgave or cancelled the 
indebtedness and since the evidence shows that the petition- 
er’s account was transferred to the partnership as an asset in 
the course of liquidation. 

Upon the evidence, it is held that the amount of liquidating 
profit determined by the Commissioner should be reduced by 
the amount of interest paid by the partnership in 1937 on 
taxes of the corporation but not by a claimed liquidating loss 
in the absence of evidence that a loss was actually sustained.— 
James L. Gravely v. Commissioner, CCH Decision 11,854; 
Docket 100445. 44 BTA —, No. 117. 

Distributions in Liquidation—Taxability.—Petitioners hold 
all of the stock of the X Company. During 1935 and 1936, 
the directors of the X Company discussed the effect of Penn- 
sylvania tax laws on the company, but decided not to liqui- 
date. However, they made certain distributions with a view 
to decreasing the amount of taxable property in the state. 
In 1937, the state tax laws were amended. As a result thereof, 
the company was subject to high taxes. On December 27, 
1937, the stockholders of X Company requested its directors 
to distribute the company’s assets and to liquidate within two 
years. This request was carried out and the company dis- 
solved on December 5, 1939. The Commissioner contends 
that the distributions in liquidation began in 1935 and therefore 
that 100 per cent of the gain realized in the 1937 distribution 
should be taken into account in computing net income in 
accordance with Sec. 115 (c), 1936 Act. It is held, however, 
that the distributions in liquidation did not begin until 1937 
under a plan to be completed in two years, and accordingly, 
the gain realized thereon is taxable only to the extent of 30 
per cent thereof.—Trust u/w of Sarah B. McLean, Germantown 
Trust Co. and William L. McLean, Jr., Trustees v. Commis- 
sioner, CCH Decision 11,865; Docket 101688. 44 BTA —, 
No. 130. 
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Dividends Paid Credit—Distributions in Liquidation.—In 
determining that part of a distribution in liquidation which is 
“properly chargeable to the earnings or profits accumulated 
after February 28, 1913,” as that term is used in section 27 (f) 
of the Revenue Act of 1936, the Board holds that all liabilities, 
including federal income taxes and surtaxes and penalties, 
which are proper accruals must first be accrued and deducted 
from such earnings or profits accumulated after February 28, 
1913; held, further, that the Commissioner is in error in con- 
tending that the deficiency and penalty which he has deter- 
mined against petitioner for 1937 should be accrued and 
deducted from such earnings and profits when, in fact under 
the Board’s decision, there will be no deficiency and penalty 
for 1937 but on the contrary there will be an over-assessment. 
Prior decision, 43 BTA 463, CCH Dec. 11,639, { 7239 herein, 
modified as to these issues.—Lane-Wells Co. v. Commissioner; 
Technicraft Engineering Corp. v. Commissioner, CCH Decision 
12,084; Dockets 99829, 99830. 45 BTA —, No. 31. 


Dividends Paid Credit—Parent Corporation—The peti- 
tioner owned all the stock of another corporation and bor- 
rowed $15,000 from that subsidiary. In 1936, when a plan 
of merger was under consideration, the subsidiary declared 
a dividend of $15,000, which was paid by cancellation of the 
parent’s debt. The subsidiary was then merged into the 
parent. The Commissioner contends that the distribution 
must be considered as one in liquidation and, by interpreting 
Sec. 27 (h), 1936 Act, as a limitation on Sec. 27 (f), con- 
cludes that no dividends credit should be allowed therefor. 
Following the rule of Credit Alliance Corp., 42 BTA 1020, 
CCH Dec. 11,347, that Sec. 27 (h), 1936 Act, is not a limita- 
tion on Sec. 27 (f), the Board holds that a $15,000 dividends 
paid credit for 1936 is allowable.—Lititle Gem Coal Co. v. Com- 
missioner, CCH Decision 11,859; Docket 101112. 44 BTA —, 
No. 122. 


Dividends Paid to Another—Taxability—As a part of an 
agreement postponing an earlier contract to buy stock of the 
W Co. owned by petitioners, the T Co. agreed to pay peti- 
tioners annual amounts equivalent to $1.50 per share upon 
their stock in the W Co. in any year in which the W Co. failed 
to declare dividends. Petitioners could but were not com- 
pelled to reimburse the T Co. out of any dividends in excess 
of $1.50 per share that should be declared in any year by the 
W Co. For the three years prior to the taxable year W Co. 
declared no dividends and the T Co. paid petitioners $1.50 per 
share in each year on their stock. In the taxable year W Co. 
declared a dividend of $6 per share on its stock and at peti- 
tioners’ direction $4.50 of such dividend on each of petitioners’ 
shares was paid over to the successor of the T Co. It is held 
that the entire dividend on petitioners’ shares paid in the 
taxable year is taxable to petitioners—John R. MacManus et al., 
Trust, John R. MacManus, Trustee v. Commissioner, Decision 
11,819 [CCH]; Docket 99781. 44 BTA —, No. 82. 


Farming Losses—Deductibility—Petitioner, who was a 
banker, in 1935 purchased an abandoned farm situated about 
20 miles from Atlanta, Georgia, and had it conveyed to a 
family corporation in which he held a life interest. He rented 
the farm from the corporation for $100 annually and one-half 
of any profits from farming operations carried on by peti- 
tioner. He erected a summer home thereon in which he and 
his family lived for about four months of the year and exten- 
sively entertained guests. In taxable years 1936 and 1937, 
petitioner carried on truck farming on certain parts of these 
premises and in both years incurred considerable losses in 
his truck farming operations. Although petitioner did not 
make a profit on his farming operations either in the taxable 
years or the three following years, it is held that in the taxable 
years involved he was carrying on a trade or business with the 
hope and expectation of ultimately making a profit and that 
the losses which he incurred in each of the taxable years are 
deductible under the provisions of Sec. 23 (e) (1), 1936 Act.— 
Ryburn G. Clay v. Commissioner, CCH Decision 12,038-B; 
Docket 103042. Memorandum opinion. 
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Insolvent Corporation—Purchase of Own Bonds at Dis- 
count.—A corporation, whose sole asset was an apartment 
building, did not receive taxable income by purchasing its own 
bonds at less than their face value where the face value of 
the bonds, which were outstanding after such purchase, ex- 
ceeded the fair market value of the building. In this case 
the corporation was insolvent both before and after the pur- 
chase of the bonds for such purchase did not free any of the 
corporation’s assets from the claims of its creditors —Glen Villa 
Co. v. Commissioner, CCH Decision 12,083-B; Docket 104317. 
Memorandum opinion. 


Oil and Gas Lease—Constructive Receipt of Income.—The 
petitioner, in 1936, received income under an oil payment 
reserved in an assignment of oil and gas leases. The payment 
represented oil and gas run in 1933, 1934, and 1935 for which 
petitioner had not been paid in those years because of litiga- 
tion pending in which his divorced wife claimed an interest 
in the moneys. It is held that the assignees producing the oil 
and gas were not agents, joint adventurers, or fiduciaries with 
reference to the petitioner. Therefore, receipt of the proceeds 
of such production by the assignees could not be held to be 
constructive receipt for the assignor during the years 1933, 
1934, and 1935. Such proceeds were properly included as in- 
come of the assignor in 1936.—J. E. Farrell v. Commissioner, 
CCH Decision 12,082; Dockets 84726, 103430. 43 BTA —, 
No. 30. 


Processing Tax Refunds.—In 1937 a flour milling company, 
which had passed on to taxpayer corporation the processing 
tax on a large amount of flour sold to taxpayer, sent taxpayer 
a check for $502. In February, 1937, taxpayer wrote the flour 
company that it was holding the check as a partial settlement 
of processing tax refunds. The milling company responded 
that it was not refunding processing taxes but was making a 
payment in full settlement for the period during which its 
processing taxes were withheld. Taxpayer accepted the pay- 
ment on the assumption it had been made to maintain tax- 
payer’s good will, and signed a release against any claim to 
further refunds. The Board holds that the $502 payment 
represented a reimbursement of processing taxes shifted by 
the vendor to taxpayer within Sec. 501, 1936 Act. Taxpayer 
has failed to overcome the presumption of correctness attach- 
ing to the Commissioner’s determination, for from the record 
the Board is unable to determine whether the controverted 
payment was in the nature of a good will gesture or whether 
it related to the processing tax.—Superior Biscuit Co., Inc. v. 
Commissioner, CCH Decision 11,612-H; Docket 100245. 
Memorandum opinion. 


Sales v. Loans—Option Payments Not Interest Expense.— 
Petitioner made absolute sales of units of cemetery property, 
and delivered deeds to the purchasers. The purchasers exe- 
cuted agreements giving petitioner the option to repurchase the 
lots at any time within eight years, for which option peti- 
tioner agreed to pay $12 annually per unit. Petitioner agreed 
to repurchase the units at the end of eight years, but the 
obligation ceased in the event of certain contingencies sub- 
sequent. It is held the transactions were sales; payments 
received from purchasers were income from sales rather than 
loans; and annual payments by petitioner were for retaining 
the options rather than interest.—Resthaven Memorial Ceme- 
tery, Inc. v. Commissioner, CCH Decision 11,667; Docket 98427. 
43 BTA —, No. 95. 


Stock Sale to Employees—Corporation’s Gain.—Because of 
a desire to assure itself of the services of its president, tax- 
payer optioned 8,000 shares of its capital stock to him at a 
price slightly over its then market value, in consideration of 
which its president agreed to serve as such officer, at his then 
prevailing compensation, for five years more. During the 
fiscal year ending October 31, 1937, taxpayer sold 1,500 shares 
of its previously purchased stock to its president under this 
option and, in the same year, sold 1,000 of the purchased 
shares released by its president and an additional 1,000 shares 
to key employees at a profit of $1,525.87. The Board holds 
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that the gain realized upon the sale of taxpayer’s stock to its 
employees is taxable under Sec. 22 (a) of the Revenue Act of 
1936 and that Art. 22 (a)-16 of Regs. 94, providing that gain 
or loss may be realized, upon the disposition by a corpora- 
tion of its own shares, where it “deals in its own shares as it 
might in the shares of another corporation” is a valid inter- 
pretation of that section of the law and applicable under the 
facts of the instant case.—Brown Shoe Co., Inc. v. Commis- 
sioner, CCH Decision 12,092; Docket 102047. 45 BTA —, 
No. 39. 


Trust for Wife’s Benefit—Grantor’s Taxability—On De- 
cember 27, 1935, the Mary E. Fulham trust, 40 BTA 48 
[CCH Dec. 10,743], a trust for the benefit of the grantor’s 
wife which was to continue as long as the rule against per- 
petuities permitted, was amended so as to forever preclude 
any part of the corpus, income or accumulations of the trust 
fund from vesting in, or revesting in, or being paid to, the 
grantor under any circumstances, or to give to the grantor 
any benefit in the trust fund, direct or indirect. It is held, 
therefore, that no part of the income of the trust is taxable to 
the grantor under the provisions of Sec. 166, 167, or 22 (a), 
1936 Act. Commissioner v. Branch, 114 Fed. (2d) 985 [40-2 ustc 
{ 9727], followed—John N. Fulham v. Commissioner, CCH 
Decision 12,029; Docket 103252. 44 BTA —, No. 182. 


Bureau of Internal Revenue 


Capital Stock Tax—Nature and Rate.—The M Corporation, 
a wholly-owned subsidiary of an insolvent bank, and the 
N Corporation, all of the capital stock of which is owned by 
the M Corporation, are entitled to immunity from capital 
stock tax under section 3798 of the Internal Revenue Code, 
as amended, or under section 22 of the Act of March 1, 1879, 
as amended, since the insolvent bank has insufficient assets 
to pay its depositors in full. 

CST 7 (CB 1938-1, 520) is revoked. —CST 11, 1941-37- 
10825 (p. 7). 

Deductions—Losses by Individuals.—Interest on United 
States savings bonds, Defense Series G, is includible in gross 
income when received or accrued, depending upon the tax- 
payer’s method of accounting. Such interest accrues when it 
becomes payable but not until then. 

No adjustment, for federal income tax purposes, is to be 
made in any taxable year of such already realized interest on 
account of the refund by the taxpayer of a portion thereof 
upon redemption of the bond before maturity, the amount 
thus refunded being deductible as an ordinary loss, incurred 
in a transaction entered into for profit, in the taxable year of 
such redemption and refund. 

In so far as the bond itself is concerned, a purchaser thereof 
has no gain or loss, either ordinary or capital, upon its re- 
demption, whether at or before maturity—JT 3504, 1941-38- 
10829 (p. 8). 

Deductions—Taxes Generally.—Under the amendments ef- 
fected by chapter 440, Oregon Laws, 1941, real and personal 
property taxes imposed by the State of Oregon accrue as of 


January 1 of the calendar year 1942 and subsequent years.— 
IT 3502, 1941-36-10818 (p. 2). 


Defense Tax.—The “net income” referred to in section 15 
of the Internal Revenue Code, as amended, means the gross 
income computed under section 22 of the Code, less deduc- 
tions allowed by section 23 of the Code, including deductions 
for long-term capital losses.—JT 3497, 1941-33-10806 (p. 2). 


Exemptions—Charitable Organization—The N Associa- 
tion, a corporation organized to provide medical care and 
hospitalization for its members consisting of civil employees 
of the executive branch of the United States Government, and 
deriving its income from membership fees and monthly dues, 
is not organized and operated for “charitable purposes” with- 
in the purview of section 101(6) of the Internal Revenue Code. 
However, the association is exempt from federal income tax 
under section 101(19) of the Code—GCM 22554, 1941-18-10699 
(p. 50). 









































































































































































































































































































































































































704 


Guatemalan Tax—Credit Allowed.—Thlie tax imposed by 
Guatemalan decree No. 2099 upon profits or net earnings of 
business enterprises is an income tax and is an allowable 
credit against federal income tax under section 131 of the 
Internal Revenue Code.—I/T 3500, 1941-34-10811 (p. 3). 

Inclusions in Gross Income.—The M Bank & Trust Co., 
the taxpayer, acquires, sells, and services mortgages guaran- 
teed by the Federal Housing Administration. It collects 
each year as a service charge a small percentage of the unpaid 
principal of the mortgage. The mortgages are amortized 
over a period of twenty or twenty-five years, and the service 
charges are based on the declining balances. The taxpayer’s 
books of account are kept on the accrual basis. 

Held, the taxpayer is required to include the service charges 
in gross income for the taxable year in which such charges 
are received, even though its books of account are kept on 
the accrual basis and the amount received on an outstanding 
mortgage in the later years is less than that received in the 
earlier years for like services —JT 3496, 1941-32-10802 (p. 2). 

Individual Returns—GCM 15438 (CB XIV-2, 156 (1935)), 
holding that where husband and wife filed a joint return for 
the year 1932, losses sustained by the wife from sales or 
exchanges of securities which were not capital assets may not 
be allowed as an offset against gains derived by the husband 
from like transactions, and that such losses may not be 
applied against other income of the husband, is revoked, 
since it is contrary to the principles of the decisions of the 
Supreme Court of the United States in Helvering v. Janney 
elt ux. and Gaines et ux. v. Helvering (311 U. S., 189, Ct. D. 
1479, CB 1940-2, 220) and Taft et ux. v. Helvering (311 U. S., 
195, Ct. D. 1478, CB 1940-2, 218) and to the regulations as 
amended by TD 5057 (IRB 1941-28, 6). 

Recommended that JT 2868 (CB XIV-1, 111 (1935)) be re- 
voked, and that IT 2855 (CB XIV-1, 72 (1935)) and IT 2875 
(CB XIV-1, 81 (1935)) be revoked in so far as they are in- 
consistent with the principles of the above-named Supreme 
Court decisions and the above-mentioned regulations —GCM 
22853, 1941-25-10813 (p. 2). 

Nonresident Aliens.—If a nonresident alien residing in 
Canada has no office or place of business in the United States 
and is not engaged in a trade or business therein, he is taxable 
on fixed or determinable annual or periodical income received 
before April 30, 1941, from sources within the United States 
at the rate of 5 per cent. Such income received on or after 
that date, if not in excess of $24,000, is taxable at the rate of 
16%% per cent. If such income received on or after April 30, 
1941, exceeds $24,000, such nonresident alien will be liable 
for tax at the rate of 16'%4 per cent on the gross amount of 
such income, or will be liable for the sum of the normal tax, 
surtax, and defense tax, whichever method of computing the 
tax results in the larger amount.—IT 3494, 1941-30-10789 
(p. 3). 

Processing Tax—‘First Domestic Processing” Defined.— 
The exemption provided in section 2477 of the Internal Reve- 
nue Code, relating to the use of palm oil in the manufacture 
of tin plate or terne plate, does not apply to the use of palm 
oil by the M Company in the manufacture of cold-rolled steel 
sheets which are not manufactured into tin plate or terne 


plate—ST 919, 1941-38-10830 (p. 7). 


Reimbursement by United States for Cost of a Facility.— 
The Defense Plant Corporation is an agency of the United 
States, and a contract with that corporation is a contract 
with the United States within the intendment of section 
124(1) of the Internal Revenue Code, as amended, relating to 
amortization deductions, where, pursuant to any contract with 
the United States, a taxpayer is reimbursed for all or a part 
of the cost of any emergency facility. The Bureau of In- 
ternal Revenue does not require any taxpayer to apply to the 
statutory certifying agencies for certificates of non-reim- 
bursement prescribed by section 124(i) of the Internal Revenue 
Code, as amended, and the Bureau is not in a position to 
advise whether, with respect to a particular contract, such a 
certificate will be available—IJT 3498, 1941-33-10808 (p. 10). 
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Withholding Tax at Source——A domestic fiduciary is not 
required to withhold income tax at the source from that por- 
tion of the income of a trust consisting of gain from the sale 
of property in the United States which is distributable cur- 
rently to a nonresident alien beneficiary, or properly paid or 
credited to such beneficiary during the taaxble year. 

IT 3160 (CB 1938-1, 199) revoked —IT 3495, 1941-30-10791 
(p. 8). 


STATEMENT OF THE OWNERSHIP, MANAGEMENT, 
CIRCULATION, ETC., REQUIRED BY THE ACTS 
OF CONGRESS OF AUGUST 24, 1912, AND 
MARCH 3, 1933 

Of Taxes, The Tax Magazine, published at Chicago, 

Illinois, for October 1, 1941. 
State of Illinois) __ 
County of Cook § >” 

3efore me, a Notary Public in and for the State and county 
aforesaid, personally appeared George J. Zahringer, who, hav- 
ing been duly sworn according to law, deposes and says that 
he is the Business Manager of Taxes, The Tax Magazine, 
and that the following is, to the best of his knowledge and 
belief, a true statement of the ownership, management (and if 
a daily paper, the circulation), etc., of the aforesaid publication 
for the date shown in the above caption, required by the Act 
of August 24, 1912, as amended by the Act of March 3, 1933, 
embodied in section 537, Postal Laws and Regulations, printed 
on the reverse of this form, to wit: 

1. That the names and addresses of the publisher, editor, 
managing editor, and business managers are: 

Publisher: Commerce Clearing House, Inc., Chicago, III. 

Editor: William N. Wise, Chicago, IIl. 

Managing Editor: Henry B. Nelson, Chicago, II. 

Business Manager: George J. Zahringer, Chicago, III. 

2. That the owner is: (If owned by a corporation, its name 
and address must be stated and also immediately thereunder 
the names and addresses of stockholders owning or holding 
one per cent or more of the total amount of stock. If not owned 
by a corporation, the names and addresses of the individual 
owners must be given. If owned by a firm, company, or other 
unincorporated concern, its name and address, as well as those 
of each individual member, must be given.) Commerce Clear- 
ing House, Inc., Chicago, Ill.; The Corporation Trust Co. 
(N. J.), 15 Exchange Place, Jersey City, N. J.; The Corpora- 
tion Trust Co. (N. Y.), 120 Broadway New York, N. Y-,; 
Justus L. Schlichting, Chicago, Ill.; Margaret T. Smith, Mill- 
brook, N. Y.; Oakleigh Thorne, Millbrook, N. Y. 

3. That the known bondholders, mortgagees, and other se- 
curity holders owning or holding 1 per cent or more of total 
amount of bonds, mortgages, or other securities are: (If there 
are none, so state.) None. 

4. That the two paragraphs next above, giving the names 
of the owners, stockholders, and security holders, if any, con- 
tain not only the list of stockholders and security holders as 
they appear upon the books of the company but also, in cases 
where the stockholder or security holder appears upon the 
books of the company as trustee or in any other fiduciary 
relation, the name of the person or corporation for whom 
such trustee is acting is given; also that the said two para- 
graphs contain statements embracing affiant’s full knowledge 
and belief as to the circumstances and conditions under which 
stockholders and security holders who do not appear upon the 
books of the company as trustees, hold stock and securities 
in a capacity other than that of a bona fide owner; and this 
afhant has no reason to believe that any other person, associa- 
tion, or corporation has any interest direct or indirect in the 
said stock, bonds, or other securities than as so stated by him. 

[Signed] George J. Zahringer, 
Business Manager. 


Sworn to and subscribed before me this 22d day of Sep- 
tember, 1941. 


[Signed] Lester Johnson. 


(My commission expires Nov. 6, 1941.) 
[Seal] 
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